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PREFACE TO THE SECOND EDITION 

S INCE these lectures v/ere published the Lausanne 
Conference has taken decisions of the highest 
importance for removing the primary cause of the 
disturbances that have led to the present economic 
crisis. From the point of view of the world’s economy 
the main evil of the War Claims was the deflation to 
which they gave rise. The great sacrifice of giving up 
these claims could not have much meaning if it were 
not to be followed immediately by measures to stop 
the process of deflation and revert the movement of 
prices. This could have been done by concerted action 
of Great Britain and the United States. Instead of 
that all action has been postponed to the forthcoming 
World Economic Conference. Thus recovery has 
been unnecessarily held up and the difficulties of 
reconstruction have been very much aggravated. 

Under such circumstances I think that my Rhodes 
lectures ought to be republished in their original 
form. I have, however, found it desirable to add 
a new chapter, th^^im of which is to examine more 
closely the character of the crisis in the United States. 
I hope that my discussion of this subject will help 
to dispel the false view on it particularly propagated 
in some recent writings. 

GUSTAV CASSEL. 

Djursholm in October 1932. 


V 




CONTENTS 

I. CHANGES IN THE NATURE OF THE GOLD 

STANDARD i 

The gold standard originally considered as a purely metallic cur- 
rency. — Cunency has now become a paper currency. — Value of 
gold. — Function of gold reserves. — Redemption of notes abandoned, 
at the outbreak of the War, in order to protect gold reserves. — Deter- 
mining factor in the value of currency. — The United States and the 
purchasing power of the dollar. — Relation betw^een value of gold 
and of the dollar. — The world’s gold market no longer a free market 
with a definite value for gold. — ^The influence of monetary policy 
on gold value. — Object of monetary policy. — Effect of growing 
scarcity of gold. — Means for overcoming the scarcity recommended 
by the International Economic Conference in Brussels in 1920 
partially applied, but failure in necessary co-operation between the 
central banks and other causes led to a general undermining of the 
gold standard. 


II. ANALYSIS OF THE PRESENT CRISIS . .31 

The present crisis must be treated as a new phenomenon and cannot 
be explained as a particular phase of a cyclical movement of business 
assumed to be inherent in the capitalistic system. — The War and the 
collapse of the whole monetary system of the world represent dis- 
turbances of the first order in the average uniformity of normal 
economic development. — In the economic sphere the conception of 
cause and effect corresponds to a practical need. — Responsibility 
always follows possibility of control. — Failure of the banks to realize 
this. — Movement of the general level of commodity prices cannot 
be caused by factors on the commodity side without regard to the 
monetary factors. — Monetary stability can only be obtained by a 
deliberate monetary policy, although maldistribution of gold is a 
primary cause of the fall of prices. — Other alleged causes for the 
crisis. — ^American export of gold cannot be regarded as an unsound 
policy. 



CONTENTS 

III. THE BREAKDOWN OF THE GOLD STANDARD 63 
Success of the gold-economizing policy up to 1929. — Payment of 
reparations and war-debts to France and the United States causes 
serious maldistribution of gold. — Their failure to i: 'C their i' -TeaL 
ing gold reserves to widen the effective supply of means of payment 
must be regarded as an independent cause of falling prices.- -Rela- 
tions between different groups of prices. — The Deflationists' theory. 
— Insolvency of countries on the European Continent. — Defiatirn 
the fundamental cause of the abandonment of the gold standa i. 
— Conditions necessary for a return to the gold standard. 

IV. THE NATURE OF THE CRISIS IN AMERICA . 99 

False views on the subject. — Development of consumption. — 
Investment not excessive. — Boom conditions before the crisis only 
on the Stock Exchange. — The economic crisis a result of a process of 
deflation. — Endeavours to meet the fall in prices by a reduction of 
‘the costs of production’. — Deflationist tendencies in the monetary 
organization. — The policy of the Federal Reserve banks. 


Vlll 



I 


CHANGES IN THE NATURE OF THE 
GOLD STANDARD 

O RIGINALLY the Gold Standard was conceived 
as purely a metallic currency. Any one possess- 
ing gold metal was free to take it into any country 
with a Gold Standard and there have it minted, and 
any one owning gold coinage of such a country was 
at liberty to melt it down and take the resultant gold 
where he pleased. Gold coins were the only means 
of payment recognized as full legal tender, and the 
provision of a country with such means of payment 
was determined by the supply of gold accruing from 
the international exchange of commodities. 

When that country received too generous a supply 
of gold coinage, prices of commodities would rise, 
whereby its export would be hampered and its import 
favoured, with the result that the balance of trade 
went against the country and the surplus gold flowed 
off elsewhere. In that way the supply of means of 
payment was regulated and at the same time the level 
of prices, and this regulation proceeded automatically 
without the help or intrusion of any authoritative 
policy. 

Certain changes soon entered into this classical sys- 
tem of the Gold Standard. If the Central Bank issued 


3404. S 


I 


B 



CHANGES IN THE NATURE OF 
notes, fully covered by gold, this did not actually 
change the supply of means of payment but signified 
merely that trade acquired a more convenient means 
of payment, particularly for large-scale transactions. 
The next step, however, was that a certain amount 
of notes was issued without gold cover. In England 
this amount was fi.xed by law, but full gold cover v as 
stipulated for the issue over and above the fixed 
fiduciary issue. 

With this system the supply of means of payment 
would obviously increase or diminish to the same 
extent as a purely metallic currency. An increase 
could take place only if the balance of trade gave rise 
to an import of gold, and, if the balance made gold 
export necessary, the home supply of means of pay- 
ment would be correspondingly diminished. The 
supply of means of payment in such a system is thus 
continuously and automatically regulated by the inter- 
national exchange of commodities and no need appears 
for any official monetary policy. The admission of a 
fixed sum of uncovered notes has practically only the 
significance that the country’s gold need is lessened 
and a saving for the nationaleconomy thereby effected. 

When, however, the major part of the world had 
adopted the Gold Standard, the use of uncovered 
notes implied a substantial reduction in the total 
monetary demand for gold. Thus it became possible 
to base the world’s monetary system on gold without 
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THE GOLD STANDARD 

thereby depressing unduly the general level of com- 
modity prices. Here we have before us the first 
beginning of a rising influence of monetary policy on 
llie value of gold. 

This influence was bound to be very’’ mueh 
strengthened by the further development of the 
monetary system. In the most varying and arbitrary 
forms legislation in different countries has fixed a 
minimum gold reserve in relation to the note issue. 
The result of such endeavours to control the issue of 
notes is always that the Central Bank must maintain 
a greater gold reserve than the legal minimum, so that 
the legal right of note issue is never fully exercised. 
That is to say, the Central Bank must always hold 
some unused part of its right of note issue as a kind 
of margin, which, indeed, the Bank usually tries to 
maintain at a considerable amount. The actual note 
circulation is not then really determined by law but 
must be steadily regulated by the Bank itself and will 
at any given moment depend on the discount rate or, 
more generally, on the monetary policy of the Central 
Bank. The automatic regulation of the nation’s sup- 
ply of means of payment, presumed from the very 
beginning to be inherent in the Gold Standard, ceases 
therefore to exist and gives place to a banking policy 
directed to such limitation in the supply of means of 
payment as is considered necessary for maintaining 
the currency’s gold parity. 
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In reality the gold currency has now become a 
paper currency managed by the Central Bank, and 
the fact that a country has a Gold StanHard finds 
expression principally in the obligation upon t’le 
Central Bank to maintain its currency at a certain 
legal gold parity. The gold reserve is a fund to 
guarantee the actual redemption of the notes in gold. 
But such redemption is practically possible only if 
the Central Bank, by means of a definite limitation 
in. the supply of means of payment, is able to give 
the currency a broad equality of value with gold. So 
the gold reserve has only the relatively subordinate 
importance of guaranteeing for a currency that is 
already maintained at gold parity an immediate re- 
demption in gold. 

For a true understanding of the monetary system, 
it is of fundamental importance that we should make 
ourselves familiar with the fact that a national cur- 
rency never is anything else than a paper currency 
and that the maintenance of a gold standard only 
means that this currency, by a deliberate monetary 
policy, is kept in a certain parity with gold. 

The need of means of payment varies considerably 
during the course of the year, and also under the 
influence of trade fluctuations. The Central Bank 
will try to adapt its note issue to this varying need, 
observing always, of course, that the gold parity of the 
currency is not endangered. Should the circulation, in 
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THE GOLD STANDARD 

order to satisfy trade requirements, need to be in- 
creased more than the gold reserve can legally carry, 
the Central Bank will simply buy gold enough to 
increase its reserve sulF.ciently to allow the necessary 
further note issue. Rather indeed the Bank will anti- 
cipate the expanding demand, for it will not readily 
allow its unused margin to sink too low. 

We see now what far-reaching changes have be- 
fallen the Gold Standard. Originally the national 
supply of means of payment should be self-adjusting, 
moving with the nation’s supply of gold. Develop- 
ment has now progressed to a point where, on the 
contrary, the supply of means of payment may deter- 
mine the gold reserve which the Central Bank finds 
necessary to hold. The automatic regulation of the 
supply of means of payment is thus completely 
extinguished. The regulation of this supply has be- 
come the object of the Central Bank’s deliberate 
policy, and the purpose of this policy is the main- 
tenance of gold parity while, at the same time, 
satisfying as far as possible the fluctuating demand for 
means of payment. 

In modern social economy notes of the Central 
Bank play a subordinate role as means of payment, 
by far the greater part of payments being effected by 
means of bank deposits. The function of the Central 
Bank, therefore, is nowadays not only, and not even 
primarily, to regulate the volume of bank notes, but 
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CHANGES IN THE NATURE OF 
to control the total supply of means of payment so 
as to maintain the gold parity of the country’s money. 
In this respect, too, actual conditions have become 
radically different from the presumptions of earlier 
gold-standard legislation. 

There has been much talk in the last few years 
about what is called ‘managed’ currency. Some 
people are in favour of it and others oppose it, but 
generilly it is regarded as a new departure in mone- 
tary policy. We now see that this view is mistaken. 
Even a country on the Gold Standard must always 
manage its currency so as to secure for it a certain 
purchasing power. The only characteristic of the 
gold standard is that this purchasing power must be 
equal to that of gold. 

The expression ‘gold standard’ should strictly be 
used only to denote that gold is chosen as a standard 
of value. But a standard is only a measure, a scale, 
or a fixed level in relation to which we can judge our 
own position. Thus, when we say that a country is 
on the ‘gold standard’, this means that gold is 
assumed to be such a fixed level in relation to which 
the currency of the country is stabilized. In recent 
times it has been customary to speak of the ‘Gold Ex- 
change Standard’, the ‘Gold Bullion Standard’, and so 
on. Such expressions ought to be looked upon as mere 
slang. They are certainly quite incompatible with a 
clear conception of what is meant by a standard. 
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THE GOLD STANDARD 

The value of gold is regarded, from the point of 
view of a particular country, as an objectively given 
quantity. But, of course, the total gold demand from 
the various Central Banks must exercise an important 
influence upon the value of gold. That demand, 
however, is largely conventional, influenced by fashion 
in conjunction with rather arbitrary legal enactments, 
and not determined by any objective economic need. 
Practically the whole world adopted the Gold Stan- 
dard which from this point of view had undeniably 
achieved a magnificent conquest. As a consequence 
of the deep-going transformations in the nature of the 
Gold Standard, however, the result of the develop- 
ment was that the world had agreed on a common 
measure of value, of which no one could tell exactly 
how it was determined, but which obviously was 
exposed to the influence of purely conventional ideas 
and very arbitrary legislation. 

The maintenance of a gold reserve should serve 
the purpose of constituting a guarantee for the re- 
demption of notes. But beyond that there seems to 
have been ascribed to gold reserves some semi-mystical 
significance for the value of the currency. Gold was 
something ‘backing’ the currency and imparting 
thereto a value not possessed already in virtue of the 
scarcity of the supply of means of payment. Ob- 
viously we have here a last survival of long-discredited 
ideas of value as a kind of fluid which material objects 
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CHANGES IN THE NATURE OF 
somehow absorb into themselves. This superstition 
bears, without doubt, the chief responsibility for 
the altogether disproportionate attention that legisla- 
tion has given to gold reserves and particularly to 
their relation to the volume of note circulation. Both 
in public opinion and in official pronouncements the 
maintenance of a certain percentage cover loomed as 
far the most important function of central banking, 
while under the influence of superstitions of the 
nature described, the really essential problems con- 
cerning the rational regulation of currency were 
pushed into the background. 

In this peculiar condition of its monetary system 
the world was plunged into the catastrophe of the 
Great War. One cannot wonder that such a weak 
construction as the international gold-standard sys- 
tem of that time was proved unable to withstand the 
storm. Indeed, not the slightest attempt was made 
to fulfil the obligation of redeeming notes in gold. 
In order to protect the gold reserve this obligation 
was simply ignored and refused. And so everything 
was turned topsy-turvy. 

The only practical function of the reserves was to 
guarantee the redemption of the currency in gold. 
When now these reserves, painfully accumulated for 
decades, could at last have been used for their real 
purpose, they were left untouched. The maintenance 
of gold reserves, in reality a subordinate means for 
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the protection of the Gold Standard, was now pro- 
moted to be itself the true purpose, and the one 
important thing, the Gold Standard, was abandoned. 

Official proclamations during the war strove hard 
to uphold the superstitious idea that the gold reserve 
as such had some peculiar power of conferring value 
which it could infuse into the currency. In different 
countries the governments tried to gather in the cir- 
culating gold coinage therewith to strengthen the gold 
reserve of the Central Bank, and ardent appeals were 
made to patriotic feelings to persuade the possessors 
of gold money to surrender it for the support of the 
currency! Similarly, endeavours were made to 
‘economize the use of notes’, for instance by further- 
ing cheque payments as a substitute for payments 
by notes. (The same curious view has recently led 
some countries, particularly Germany, to introduce 
silver coins instead of small notes. People hoped in 
this way to diminish the demand for notes!) When 
in any such manner the gold-cover percentage was 
improved, it was believed that the continuous in- 
crease in the supply of means of payment might be 
disregarded, and by such methods public attention 
was long diverted from the fact that the nation was 
already treading the dangerous path of inflation. 

The situation remained full of such dangers as long 
as public opinion failed to grasp the basic truth of 
monetary science, namely, that the value of a cur- 
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CHANGES IN THE NATURE OF 
rency in the last analysis depends entirely upon the 
scarcity of supply of means of payment. Some years 
were to elapse before this truth won home, and mean- 
while a number of currencies suffered fcarml disaster. 
Finally, however, the actual development of events 
revealed the truth in overwhelming clarity. All 
countries had had recourse during the war to paper 
currencies, which, over a series of years, they regu- 
lated independently with varying success. The whole 
world was then forced to see that the value of a cur- 
rency was determined by the abundance or scarcity 
of the means of payment provided. The ultimate 
stabilization effected in the majority of cases showed 
also that a Central Bank can always so limit the 
supply of means of payment that the currency can 
be maintained at a fixed value. 

When e.g. in 1920 the Swedish krona was worth 
less than 20 cents of American money, Sweden de- 
cided to raise its value to 26-8 cents, and within a few 
years had actually succeeded in doing that. If a 
country on a paper standard can decide long in 
advance, at will, and with such accuracy, what value 
its currency shall bear and afterwards is able to 
stabilize it at that value, further denial of the power 
of the Central Bank over the value of its money is 
quite devoid of reason, and the theoretical discussions 
of this power which still play so great a part in 
monetary science seem to be rather superfluous. 
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THE GOLD STANDARD 

As the warring world became deluged with paper 
money, gold flowed to the neutral countries, and 
still more to the United States. Thus arose a surplus of 
gol d which depressed the value of that metal. Measured 
according to the American price index, that value fell 
during the worst of the inflation, in 1920, to about 
40 per cent, of the pre-war value. This was a parti- 
cularly significant experience. When the value of gold 
could fluctuate to that extent, the old popular faith 
in a definite and objectively given value of gold as the 
common basis for the world’s monetary system was 
plainly no longer tenable. Belief in gold as an ideal 
standard of value was shattered, so much so that some 
intelligent economists quite seriously opposed the 
restoration of the Gold Standard. That, even in spite 
of such fully justified objections, a return to the Gold 
Standard w'as not only desirable but actually neces- 
sary, was a consequence of the ghastly disorder pre- 
vailing in the world’s monetary system ; an immediate 
reversion to the Gold Standard was in the first half 
of the twenties the only means of averting economic 
and social disaster and of making possible a con- 
valescence of the world’s economy. 

Under the conditions obtaining the value of gold 
was of course extremely variable. Return to the Gold 
Standard required, therefore, first of all that greater 
stability of value should be provided for gold. As to 
the precise value at which gold should be stabilized 
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there was wide range of choice. The United States 
carried through a process of deflation by which the 
price-level of commodities was reduced in round 
figures from 250 to 150, and conseque'itly the value of 
gold increased from about 40 to about 67 per cent . of its 
pre-war value. The United States held in the main to 
this price-level for several years , and the new gold value 
thereby acquired a certain stability. Other countries 
desirous of restoring their currencies to a gold- 
standard basis had to fix their commodity price-level 
in a certain proportion to the American. 

This experience has a deep importance for our 
comprehension of the nature of the Gold Standard. 
The dollar was originally a paper currency regulated 
so as to maintain a definite parity with gold. The 
connexion was now reversed, the paper currency 
being regulated independently, and the dollar being 
stabilized at a purchasing power determined abso- 
lutely by America’s management of its currency, while 
the value of gold had simply to adjust itself to this 
value of the dollar. The power of America in this 
manner actually to control the value of gold is ex- 
plained by the fact that America’s domestic supply 
of means of payment could be kept independent 
of her supply of gold. On the one hand, America 
was so rich that she could accept vast quantities of 
gold and store them by, without utilizing them for 
extending the supply of means of payment. On the 
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other hand, she possessed so huge a stock of gold 
that she could transfer almost any sum that foreign 
countries could possibly take without needing to 
restrict her supply of rr.eans of payment. In these 
circumstances the Am.erican supply of means of 
payment could be regulated as America found suit- 
able. The value of gold had to bow to the value thus 
fixed of the dollar. 

The task of maintaining a certain gold standard 
was for other countries practically reduced to the task 
of keeping the currency’s dollar exchange at a fixed 
parity. Thus the world’s monetary system had 
arrived at the rather peculiar situation that it was 
built on a common unit of value, the dollar, which, 
within wide limits, was determined arbitrarily by the 
American monetary authorities. This situation was 
rendered only the more peculiar by the fact that in 
the United States itself there was no unanimity on 
what ought to be the aim of American monetary 
policy, and that the Federal Reserve System denied 
the very possibility of a conscious regulation of the 
value of the dollar and refused any responsibility for 
the development of that value! 

There had been for several years a movement in 
the United States in favour of the ‘stabilization of the 
dollar’, and this question had in several forms been 
brought before Congress. In March 1928 a Bill was 
introduced in the House of Representatives, where 


13 



CHANGES IN THE NATURE OF 
it was proposed that the Federal Reserve System 
should ‘promote the stability of commerce, industry, 
agriculture, and employment; and a more stable pur- 
chasing power of the dollar . . This formulation i, 
characteristic of the confusion of ideas with regard to 
monetary stability which at that time prevailed in the 
United States. Being invited to give evidence on this 
Bill before the Committee on Banking and Currency, 
I endeavoured to free the monetary programme from 
all foreign and irrelevant points of view. I also found 
it necessary to avoid talking of the ‘stabilization of the 
dollar’, an expression which was subject to many 
misunderstandings and was certain to arouse a great 
deal of influential opposition. I formulated the pro- 
gramme thus: ‘The first purpose of the Federal 
Reserve System is to keep up the gold standard, that 
is to say, to keep the dollar at a purchasing-power 
parity with gold.’ Then the system should ‘use the 
influence it may have upon the value of gold, in 
co-operation with other central banks, to prevent 
unnecessary fluctuations in that value’. 

This simple and perfectly clear recommendation, 
which in fact embraces everything that has to be said 
about the objective of monetary policy, never led to 
any result. The United States went to meet the 
disastrous development of the following years with- 
out any definite idea whatever of what should be the 
aim of its monetary policy. 



THE GOLD STANDARD 

In the United States, as in the whole world, a vague 
idea prevailed that gold had in itself a natural value 
and that the several gold currencies had simply to 
adjust themselves to this value whatever fluctuations 
it might undergo. Indeed, people seem mostly to 
have been inclined to believe that fluctuations in the 
value of gold were a myth and that at any rate there 
was no possibility of ascertaining such fluctuations, 
still less of controlling them. This state of mind is 
doubtless the explanation of the complete passivity 
in the attitude of the authorities towards a monetary 
development fraught with the most momentous con- 
sequences. 

It seems, however, impossible to deny the fact that 
Central Banks by their gold demand exert a very 
material influence on the value of gold. There may 
be different opinions as to the extent of that influence 
and as to the possibility of control. But quite clearly, 
under modern conditions, the world’s gold market 
can no longer be considered a free market, governed 
by objective economic forces, in which a definite 
value of gold emerges automatically. Those who 
cherish the hope that the world market for gold will 
gradually return to some such conditions grossly 
delude themselves. Once the world understands that 
control of the value of gold is feasible and that the 
gold policies of Governments, legislatures, and Cen- 
tral Banks vitally affect that value, the value of gold 
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will never again become the objectively given quantity 
to which, according to pre-War conceptions, the Gold 
Standard of every separate country could confidently 
be anchored. In other ’>vords, the Gold handai .! o' 
the future will always be what is termed a ‘control led’ 
or ‘managed’ standard, a standard subject to de- 
liberate influence. 

The only question, then, will be how we shall 
employ this influence. The most natural object for 
monetary policy is doubtless a certain stabilization of 
the purchasing power of money. Opinions may differ 
with regard to the exact measure of stability. How- 
ever, a time of the most violent fluctuations of all the 
monetary units of the world is certainly not appro- 
priate for a prolonged discussion of the most refined 
methods of measuring the purchasing power of 
money. Stabilization of the value of money, accord- 
ing to any reasonable standard, would be infinitely 
better than the complete instability from which the 
world has had to suffer during the last few years. 
Again, opinions may differ as to the exact degree to 
which a policy of stabilization could be carried 
through. People unwilling to do anything are always 
eager to underline the difficulties of attaining a result 
of any exactness. How far stabilization will prove 
possible in the future we shall know only when we 
have applied a rational policy of stabilization for 
decades and thus won experience and skill in this 
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matter. Obviously we can never attain anything of 
that sort if we never start the work. Hitherto the 
majority of economists have been content with pro- 
ducing a whole literature on the difficulties and have 
paid very little attention to the important results 
already attained by the stabilization policy. 

If we want to maintain the Gold Standard for the 
future the question arises: Is the annual gold supply 
of the future likely to be sufficient as a basis for a 
stable value of gold, or is it not? The answer is in 
the negative. Assuming that the rate of progress 
for the future will be the same as it used to be before 
the War, that is to say about 3 per cent, per annum, 
the annual production of gold — after deduction of gold 
destroyed — should normally amount to about 3 per 
cent, of the total accumulated stock of gold at each 
time. Now, as this stock continually grows, the 
annual production must grow in the same proportion 
in order to come up to the said standard. It follows 
that a production that is sufficient for a certain 
time will be much too low in the next decade. I 
have called this fact ‘the paradox of the Gold Stan- 
dard’. It is, indeed, very improbable that we shall 
have for the future such a growth in the supply of 
gold. As in the long run no annual production 
of gold would be sufficient if it remained con- 
stant, we shall — failing radical changes in the supply 
of gold — inevitably sooner or later come to the 
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point at which the Gold Standard has to be aban- 
doned. 

For a long time to come, however, it would be 
possible to maintain the Gold Standarci on the ba^is 
of a stable value of gold if we only were able to . educe 
systematically the demand for gold in the same degree 
as the supply proved to be short. 

Roughly calculated an annual production of gold 
equal to 3 per cent, of the accumulated stock of gold 
will be required for the future to ensure that, without 
disturbance of the general price level of commodities, 
the world may advance at a rate of progress corre- 
sponding to that of pre-War years, i.e. at about 3 per 
cent, per annum. The problem now confronting us 
is, therefore, how far we can reckon on a future gold 
production which will annually give us 3 per cent, of 
the existing total stock. 

Against this statement of the problem it has been 
objected that there is no certainty that the world 
economy will in the future move forward so quickly 
as in pre-War times. That objection is irrelevant 
here. Our task is actually so to mould the world’s 
money system that no unnecessary impediment is 
placed or left in the way of a progress which other- 
wise the world’s economy ought to be able to 
achieve. Viewed from this angle the first question 
undoubtedly becomes : How far may we expect that 
the annual production of gold shall amount to 3 per 
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cent, of the total stock of gold? If the increment falls 
short we shall hare to take steps to prevent a de- 
ficiency of gold from depressing the general commodity 
price level and thereby evoking an economic slump 
disastrous for the whole world economy. 

After rhe restoration of the Gold Standard in 1925 
the world, according to Mr. Carl Snyder’s calcula- 
tions, resumed a general economic progress at a rate 
of about 3 per cent, per annum. The fact that this pro- 
gress was broken off by the present crisis is no reason 
why it should not be regarded even for the future as 
a normal rate of progress. 

In 1910 when the world’s stock of gold was 52 mil- 
liards of German marks the normal gold need for the 
year was 3 per cent . of that sum, i .e . i ,560 million marks . 
At the end of 1930 the total gold stock in the world 
according to my calculation amounted to 83 milliards 
of marks. Three per cent, of that is roughly 2,500 
million marks. So we find that the gold production 
considered normal has grown in twenty years from 
i,56oto2,5oomillionmarks(78 to 125 million pounds), 
a very substantial increase, and an increase which 
must be expected to continue steadily and evenly 
just as the world’s accumulated gold stock grows. 

The world’s gold production to-day is actually 
about two-thirds of what we have found to be nor- 
mally requisite to keep the level of prices constant. 
Present production is something between i ,700 and 
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1, 800 million marks, and is deficient annually some 
750 million marks, or about 37 million gold pounds. 
This deficiency is so enormous that ordinary dis- 
coveries of new gold cannot go far towards meeting it. 

Moreover, it should be observed that the annual de- 
ficit in the production of gold has accumulated itself 
since 1917, 1916 being the last year with at least 
a normal gold production of 3 per cent, of the accu- 
mulated stock of gold. If for the said time the world 
production of gold had been large enough to provide 
for an annual increase of the stock of gold of 2’ 8 per 
cent., this stock would have reached 95,091 million 
gold marks by the end of 1931. The actual stock was 
only about 84,621 million marks. Thus the accumu- 
lated deficit is no less than io| milliards of gold marks, 
or about 500 million gold pounds. We frequently are 
told that a scarcity in the annual production of gold 
may be of importance in a distant future but can have 
little effect on economic conditions to-day. Our figures 
show that this view has no support in the actual facts. 
If gold production had continued normal in the sense 
here indicated the present scarcity of gold would 
have been far less intense and the Central Banks 
would certainly not have been so eager in their com- 
petition for the gold coming on the market. Thus a 
more liberal discount policy would have been pos- 
sible, and the extraordinary pressure to which the 
general price levels throughout the world have been 
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exposed during the last few years would have been at 
least very much relie-''ed. 

Experts are unanimous in their opinion that gold 
production from present sources will sink consider- 
ably in the next decade. Of course no man can 
say that the discovery of a new gold-field of real im- 
portance is quite impossible. But the world, it must 
be borne in mind, has been explored more thoroughly 
in search of gold than for any other of nature’s 
resources, and the prospects of new discoveries, 
especially in proximity to ample supplies of cheap 
labour, are not therefore very great. 

A systematic gold economizing policy will there- 
fore be necessary if the Gold Standard is to be 
maintained. 

The demand for gold consists at present of three 
parts: first the industrial demand, secondly the de- 
mand of the Orient and especially India, and thirdly 
the monetary demand. 

Control of the world’s industrial demand for gold 
is impracticable. Proposals have been made of late 
to check this demand by heavy taxation of the use 
of gold for purposes of luxury. Any attempt on these 
lines to make gold less desired for practical use is, 
however, certainly doomed to failure. Besides, it is 
foolish. The world has selected gold as the basis for 
the measurement of value of all other things just 
because gold was so generally sought and valued as 
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ornament. If now such use of gold is artificially pre- 
vented or hindered, gold will lose just that property 
which from the beginning and down to our own time 
made it suitable as a basis for money systems. 

Nor is restriction of the Orient’s demand for gold at 
all easy. At most we can hope that progress itself will 
entail increase of other needs of Oriental peoples, so 
that their inclination to hoard gold will be weakened. 
The huge gold exports from India during the last few 
mouths is a singular and very fortunate manifestation 
of such a tendency. 

There remains the only possibility of restraining 
the monetary demand for gold. 

In my memorandum to the League of Nations 
in connexion with the international conference in 
Brussels 1920 I wrote: 

‘It is necessary that all countries should abstain from 
measures for re-introducing an actual gold circulation and 
content themselves with their present standard of gold hold- 
ings as a basis for their paper circulation. Countries whieh are 
in a position to draw gold to themselves from the rest of the 
world should abstain from doing so. Thus the stabilization 
of the value of gold will clearly require, in the coming years, a 
close co-operation of all countries. Perhaps it will be possible 
to come to some international agreement in this matter. For 
instance, some measures in order to draw gold coins out of 
actual circulation, including eventually the stopping of all 
further coinage of gold, would be a natural object for such an 
agreement.’ 
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I added that future stability of the value of gold 
would require ‘measures which would mainly consist 
in the establishing of appropriate and stable principles 
in regard to the gold holdings of the Central Banks’. 
As to the growing scarcity of gold, I said that it will 
‘probably be necessary not only now to prevent the 
monetary demand for gold from resuming its old 
dimensions but also to regulate henceforth this de- 
mand with a view to reducing it gradually as the 
growing scarcity of the supply of gold may re- 
quire’. 

The programme for a deliberate gold economizing 
policy here drawn up is still an essential condition 
for maintaining a sound Gold Standard system in 
the world. Indeed, as we shall see later, the present 
violent crisis is, fundamentally, a result of the fact 
that the monetary policy of leading countries has 
departed from this programme without the slightest 
regard to the inevitable consequences. 

At the Genoa conference in 1922 I put forth the 
first point of the programme, the cessation of gold 
circulation. The proposal was rejected, which is 
interesting to note in view of the quite overwhelming 
importance that this point acquired later on, and 
in view of the opinion now widely spread that the 
surrender of gold circulation was a matter of course 
that could be taken for granted in forming the post- 
war monetary policy. The danger of a restoration 
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of actual gold circulation is, however, still present in 
France, and perhaps in other countries too. 

In the United States a not inconsiderable amount 
of gold coins is still in circulation . In addition, a large 
amount of gold certificates is used as a means of pay- 
ment. Here obviously there is room for an important 
economy in the use of gold. Nevertheless, it has 
hitherto proved impossible to persuade the monetary 
authorities of the United States of the necessity of 
such economy. 

The Genoa conference, however, accepted the 
second point of the gold economizing policy and re- 
commended a co-operation of Central Banks with, the 
view to reducing the aggregate need for gold reserves. 
In the following years this programme was to a 
certain extent realized. 

With regard to gold circulation a great victory for 
the gold economizing policy was registered when in 
1925 Britain reverted to the Gold Standard without 
any circulation of gold coinage. The Bank of England 
was obliged to redeem its notes in bar gold, of no 
service as means of payment in domestic trade, but 
suited for heavier payments abroad. The British 
currency thus emerged as definitely a paper currency 
without any full value metallic means of payment. 
This currency had to be systematically regulated so 
that its purchasing power should always agree with 
that of gold and so that it always should be possible 
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on demand to exchange the currency for gold metal. 
The only legal tender in this currency was the notes of 
the Central Bank, and gold coinage as means of pay- 
ment had disappeared. 

For a true understanding not only of the nature of 
the Gold Standard but also of the whole history of 
money this British monetary system is of the greatest 
importance. In the earlier treatment of this subject 
a disproportional weight had been given to the 
matter of coinage, and there was even a tendency to 
identify money with coins. Nowadays we are able 
to trace the development of money one or two thou- 
sands of years before the invention of coins. With 
the British legislation of 1925 the history of coins as 
a full value metallic means of payment may be re- 
garded as a closed chapter in monetary history. Now, 
the system of money and its constituent elements, 
the abstract unit for reckoning all values and the 
limited supply of means of payment valid in that 
unit, stand out in their true light, free from all dis- 
torting attempts to make coinage the very core and 
centre of the monetary system. 

The practical consequences of this view of money 
are far reaching. When the supply of means of pay- 
ment is seen to be a thing that can be deliberately 
controlled we have to decide upon a definite aim for 
this control. This aim, as I have already said, can 
hardly be anything else than the maintenance of the 
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purchasing power of the monetary unit at a level as 
stable as possible. Gold can be used as a standard for 
this stability only if we succeed in keeping the value 
of gold as against commodities sufficiently stable. 
Even with minor fluctuations in the value of gold this 
metal will have a certain advantage as a standard, 
not only on traditional grounds, but particularly as a 
convenient common basis for the monetary systems 
of the different countries. If, however, the condition 
of stability is not fulfilled to a reasonable degree the 
knowledge that gold is only of subordinate impor- 
tance for the monetary system is bound to lead to the 
abandonment of the Gold Standard. In such a situa- 
tion people who attach great importance to the main- 
tenance of the Gold Standard will be forced to do 
their utmost to secure the necessary guarantees 
for the stability of the value of gold, and any forces 
tending to disturb this stability will clearly be seen 
to be what they actually are, namely, forces tending 
to undermine the Gold Standard and to cause its 
ultimate breakdown. 

After 1925 the gold economizing policy for some 
time continued to gain ground. An achievement of 
particular importance was that it succeeded in pre- 
venting India from putting gold coins into circulation 
when that country adopted the Gold Standard. 
India’s demand for gold coins would in all pro- 
bability have been so great that it would have com- 
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pletely frustrated the whole gold economizing policy. 
For some years also a certain co-operation between 
the Central Banks succeeded in restricting their de- 
mands for gold so far that it was possible to prevent 
any considerable rise in the value of gold. The world 
reaped the fruits of this policy in an economic 
development in which most countries had their share 
and which for some countries meant a great deal of 
prosperity. In the basic economic conditions there 
was no reason at all wBy this development should not 
go on and the tremendous productive powers in- 
herent in the world’s material resources, technical 
progress and capitalistic organization, be allowed to 
create wealth and raise the standard of life of 
humanity to the extent of their real capacity. But an 
indispensable condition for such a development 
was always that a certain degree of stability should be 
secured for the world’s monetary system. 

On this point, however, the situation was full of 
danger. Our short survey of the history of the Gold 
Standard has shown that fundamental changes in the 
nature of the Gold Standard system have brought us 
from conditions where this system could be supposed 
to work automatically to conditions subject to de- 
liberate control. As always, power is followed by 
its logical consequence — responsibility. And common 
responsibility of all participants in the international 
Gold Standard for the sound functioning of that 
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standard is the essential result of the development 
here outlined. 

Such responsibility, however, was far from being 
generally recognized. An appalling lack of insight 
into the true nature of the problent prevailed, hlost 
governing circles paid no attention to the very 
explicit warnings of economic science, and some of 
the most important countries completely failed to 
grasp both the necessity of international co-operation 
and their particular responsibility for the fate of the 
world’s monetary system. 

In these grave defects lay the germs of the coming 
catastrophe. 

Some countries even began to refuse the uncon- 
ditional acceptance of the value of gold as a standard 
for the internal value of their currency. When Eng- 
land in 1925 returned to the Gold Standard, the 
external value of the pound was undoubtedly fixed 
somewhat above the internal purchasing power of 
that currency. This fact proved to be a certain dis- 
advantage for British trade. No doubt this disadvant- 
age has sometimes been very much exaggerated. It 
could have been overcome by a comparatively small 
dose of further deflation. However, when the value 
of gold began to rise in quite an unexpected degree, 
England was exposed to very serious difficulties, and 
it was natural that the desire to lower the external 
value of the pound should gain influence. France 
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learned something from the English experience, and 
when stabilizing her currency in 1928, chose an 
external value distinctly below the internal purchas- 
ing power of the franc. For the next few years French 
trade secured some advantage from this policy, and 
other councries began to look upon sueh a margin 
between the external and the internal value of the 
currency as particularly desirable in the national 
interest. Nowadays it is quite a general view that it 
would be an advantage to go off the Gold Standard 
in order to come back to it again at a new parity 
below the internal purchasing power of the currency. 
Countries off the Gold Standard are very eager to 
depress the external value of their currencies below 
the internal value. The huge sum of ^^150,000,000 
which the British Government now wants to have 
at its disposal for the regulation of the external value 
of the pound is in many quarters, and especially from 
the side of the producers, expected to be used for a 
deliberate depression of the external value of the 
pound below its internal value and for giving thereby 
a particular advantage to British production. 

Such tendencies constitute of course the very 
negation not only of the Gold Standard but 
generally of any international standard. The great 
popularity which they undoubtedly enjoy is only a 
proof of how completely the classical idea o the Gold 
Standard has been undermined. 


29 




II 

ANALYSIS OF THF PRESENT CRISIS 


T he numerous endeavours to find a satisfactory 
explanation of the present crisis have mostly 
been influenced by the idea that this is a crisis essen- 
tially similar to all earlier crises, and that it could 
therefore be explained as a particular phase of a 
cyclical movement of business assumed to be inherent 
in the capitalistic organization of the world’s economy. 
According to this view attention should be directed in 
the first instance to the similarities between present 
movements of business curves and corresponding 
movements in pre-War trade cycles of which the 
present one is supposed to be only a natural con- 
tinuation. In the earlier part of the present depres- 
sion this method was widely applied with the purpose 
of finding signs of an end of the depression, and al- 
though these endeavours proved to be a most singular 
failure, the adherents of the Business Cycle Theory 
continued to analyse their curves in the hope of find- 
ing signs of a beginning recovery. This method of 
analysis has its stronghold in the so-called Konjunk- 
tur-institutes, organizations for a systematic study of 
the Business Cycle, which, particularly in the last few 
years, have grown up in a number of countries and 
which with their vast apparatus of statistical and 
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mathematical investigations seem to make a great 
impression upon the public. When the League of 
Nations undertook to examine the causes of the 
present crisis these institutes were taken as advisors 
for planning the work, which was thus exposed from 
the beginning to a one-sided and unfortunate in- 
fluence. The result was a volume where a mass of 
valuable material is collected and ably treated, but 
which leaves the impression that the present crisis is 
a more or less inevitable result of an occasional co- 
incidence of downward movements in a number of 
business curves. The aprioristic idea that we are 
concerned now merely with a phase of a business 
cycle of essentially the same character as that known 
from pre-War times and even largely determined by 
an old-established regularity, stands in the way of an 
unprejudiced analysis of the actual development with 
the consequence that the treatment given to the 
monetary side of the problem has become quite un- 
satisfactory, and also the influence of war debts and 
reparations has been disregarded in the most ar- 
bitrary way. Under such conditions it has naturally 
been impossible to arrive at an adequate view of the 
true nature and essential causes of the present crisis. 

This failure of a great attempt should give us a 
valuable lesson with regard to the proper way of 
studying such a singular economic phenomenon as 
we are now confronted with. First of all the whole 
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theory of ‘the Business Cycle’ must be made the ob- 
ject of a critical examination. The fundamental objec- 
tion to this theory, as it is usually expounded, is that 
it presumes the very existence of a definite business 
cycle. The characteristic of the cyclical movement 
lies in the word ‘cyclical’, which means an up and 
down movement of a certain regularity. Some authors 
will have the cycles to be periodical and make great 
endeavours to bridge over the gap between this as- 
sumption and reality by introducing a whole series of 
‘periods’ which together should explain the actual 
movement. Mathematically it is always possible in 
this way to represent any curve of development as a 
sum of a number of periodical curves. For this pur- 
pose it is only necessary to introduce in the mathe- 
matical formulas a sufficient number of coefficients 
which have to be fixed in such a way as to let a sum of 
periodical curves represent with any desired degree of 
accuracy the actual curve of development. In most 
cases the statistical data upon which this curve is 
based are not very numerous and this fact naturally 
makes such a mathematical representation easy. Ob- 
viously it is impossible from such a representation to 
draw any reliable conclusions as to the component 
causes of the actual development and still less as to the 
probable continuation of the actual curve. More 
sober investigators reject the idea of periodicity. Still, 
they mostly presume a certain regularity and they 
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interpret in this regularity a certain degree of necessity. 
Such a necessity is of course the starting-point of all 
kinds of forecasting. We must concede, however, that 
this way of assuming a priori a certain regularity m 
the fluctuations of economic development is arbitrary. 
It can certainly not be accepted as a truly scientific 
proceeding. 

If we want to study fluctuations in the development 
of real economic life, we must start from a clear con- 
ception of w'hat is meant by a uniform development. 
The most elementary case is, of course, where all 
conditions remain static. That is the first state of 
things that should be made the object of economic 
theory. From that investigation we may proceed to 
an investigation of the state of uniform progress. 
I have introduced that conception into economic 
theory in order to be able to discuss the simplest 
possible conditions in which such important features 
of economic life as saving and accumulation of capital, 
and more generally economic progress, can exist. In 
the state of uniform progress the total capital of the 
society is increased annually at a constant rate . The in- 
come, the consumption, and the saving of the society 
then increase at the same rate. On the basis of certain 
statistical data I could estimate the rate of progress 
representative of average actual development of eco- 
nomic life before the War at about 3 per cent, 
annually, 'niis estimate has recently been confirmed 
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by a profound statistical investigation of Mr. Carl 
Snyder, of the New York Federal Reserve Bank. In- 
deed, according to his re.sults, general economic 
development from the middle of the last century up 
to the War may be represented broadly by a uni- 
formly rising curve or, if we take a logarithmic scale, 
by a straight line showing an average rate of progress 
of 3 per cent, per annum. The deviations from this 
average connected with usual trade fluctuations are 
comparatively small, and, looked upon from a secular 
point of view, the world’s economic life during this 
long period shows a rather wonderful uniformity of 
progress. 

If we start from a curve representing an average 
rate of progress, actual development naturally must be 
represented by a curve that alternately rises above 
and falls below the curve of uniform development. 
This is logically involved in the very conception of an 
average rate of progress. The existence of such a 
wave-like movement, therefore, does not require any 
particular explanation. I should like to underline 
that. It is obviously useless to undertake a tre- 
mendous work to discover a general explanation when 
in fact no such explanation is wanted. The particular 
fluctuations must, however, be examined ; their char- 
acter and their causes must be ascertained. This is 
the object of dynamic economics. 

As soon as we enter upon such an investigation we 
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must obviously apply entirely new methods. A uni- 
form development is a theoretical conception and can 
be treated only by deductive leasoning. But an actual 
development, deviating from the uniform develop- 
ment, can only be studied by observation of facts. 
We then have to leave pure theory and enter upon 
investigations of an inductive character. 

It would be a great mistake, however, to believe the 
previous theoretical analysis to have been superfluous. 
A true understanding of the uniformly progressive 
economy is an indispensable preliminary to the study 
of economic fluctuations. Indeed, the very idea of 
fluctuations presupposes the idea of uniform develop- 
ment. A quantitative measurement of fluctuations 
can only be made from the uniform development as a 
basis. Any misunderstanding of the mechanism of 
the uniformly progressive economy is bound to be 
reflected in false views of the phenomena of dynamic 
economy. We all know what a great number of dif- 
ferent explanations have been given for business fluc- 
tuations. These explanations can certainly not be 
treated as being of equal value. A great many of them 
are based on false ideas with regard to the mechanism 
of the uniformly progressive economy and should 
therefore immediately be rejected as worse than use- 
less for the study of dynamic conditions. Even lead- 
ing economists have been far too uncritical in this 
respect. 
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Proceeding to an investigation of fluctuations we 
have first to observe that economic life is exposed on 
exceptional occasions to violent disturbances affecting 
its very foundations and causing a distinct discon- 
tinuity in the average uniformity characterizing nor- 
mal economic development. The War and the present 
collapse of the whole monetary system of the world 
represent such disturbances of the first order. Ob- 
viously any such disturbance must be made the object 
of a particular investigation. It is really of no use 
pretending that they are subordinate phases of a 
mathematical curve of a higher nature and of a mys- 
terious necessity. On the other hand, if we have to 
examine a period without such outstanding dis- 
turbances, we may proceed in a more inductive way, 
collect all the material relevant for the fluctuations in 
the period, submit it to a statistical examination, and 
thus try to find out whether there are any character- 
istic similarities in the several up and down move- 
ments during the period. 

Such an investigation may lead to the discovery of 
certain causal connexions between the different phases 
of the fluctuations and thus throw light upon important 
processes in dynamic economics. An investigation of 
this nature is possible for the period from the Franco- 
German war in the ’seventies up to 1914. As I have 
shown in the fourth book of my Theory of Social 
Economy, this investigation reveals certain features 
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particularly related to this period as well as features 
of a more general nature. 

Results won in this way may of course be of great 
value for an examination of later crises. We must, 
however, always remember that these results are 
strictly valid only for the period for which they have 
been established. The Great War constitutes such a 
discontinuity in the economic and social development 
as to make it quite inadmissible to presuppose a 
siniple continuation of a Business Cycle believed to 
have existed before the War. Again, an unprejudiced 
examination of the present crisis must treat it as a 
new phenomenon whose essential features we have to 
find out by studying the actual facts. 

To a certain degree this holds true in regard to any 
new crisis. We can never be sure in advance that 
such an occurrence can be regarded only as a phase 
of a regularity established for a previous period. In 
the present situation such a warning is more war- 
ranted than ever. 

These views of the character of recent economic 
development are confirmed in the most striking way 
by an analysis of the curves representing actual 
production of the most essential commodities in the 
world’s trade. Mr. Snyder’s diagrams make it clear, 
as I have already observed, that the aggregate produc- 
tion before the War increased at a rate of about 3 per 
cent, per annum and that the deviations from this 
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uniform development connected with trade fluctua- 
tions were comparatively small. This uniform de- 
velopment, however, was interrupted by the War. 
But the curves show that development was merely 
postponed, say by some eight years, and that from 
about 1922 a new upward movement begins, broadly 
characterized by the same regularity and even by the 
same rate of progress as the pre-War development. 
This goes on until 1929 when the present crisis sets in 
and causes a new essential discontinuity in the 
development. 

A Swedish investigator. Dr. Hdgbom, who has 
examined with great care the growth of production of 
the most important minerals, has shown that there 
are very different rates of progress for different 
minerals, but that in spite of minor fluctuations con- 
nected with trade cycles the rate for each mineral has 
an astonishing degree of stability. The development 
is therefore represented by a series of curves of the 
most remarkable mathematical regularity. The War 
interrupted this development by periods of different 
lengths, but from about 1922 production generally 
seems to resume its pre-War regularity and even the 
rate of progress which before the War characterized 
each particular mineral. These investigations reveal 
a very remarkable degree of stability in the normal 
economic development of the world’s economy. The 
present generation has seen this development inter- 
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rupted by two periods of fundamental disturbance, first 
the War period and then the crisis in which we are still 
involved. Under such circumstances it seems obvious 
enough that we have to make in our Investigations 
a sharp distinction between the periods of normal 
development, including what is usually called Busi- 
ness Cycles, and the periods denoting essential 
interruptions of this normal development. 

The treatment of economic fluctuations with the 
usual methods of the Business Cycle Theory is also 
rather unsatisfactory looked upon from the point of 
view of a rational theory of money. In this light 
fluctuations of the general level of commodity prices 
stand out as tantamount to fluctuations of the monetary 
unit of account. Is it not then extraordinary careless 
in the examination of curves representing an economic 
development in terms of prices to overlook the fact 
that changes have taken place in the unit in which all 
values are expressed ? If alterations had taken place in 
the unit that is used for measuring the weight of 
goods on which certain other curves are based, if, e.g. 
metric tons had been substituted for British long 
tons, certainly every investigator would take care to 
have his curves corrected for these alterations before 
he proceeded to draw any conclusions from them. 
Why then should not the same precaution be taken 
before we go further in the examination of curves 
which express prices ? 
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It may be objected that a change in the monetary 
unit may itself be a result of the movement of the 
Business Cycle, and that therefore this part of the 
general compl--v of causes and effects cannot be 
eliminated m advance. Without entering for the 
moment on a discussion of this question, we must 
ob.-^erve that there are changes in the general level of 
commodity prices that we must regard as the result 
of distinct causes, known in advance. Obviously, we 
must eliminate such changes in the price level from 
all our price curves before we begin to discuss them 
with the methods of the Business Cycle Theory. In 
the present situation such a procedure is of particular 
importance. The general fall in prices is the out- 
standing phenomenon that first of all has to be 
examined. Only when this movement with all its 
effects has been cleared up is it time to push the 
analysis further. 

When we come to the explanation of such a com- 
plicated phenomenon as the present economic crisis 
we are confronted with the fact that the ideas pre- 
vailing with regard to such fundamental conceptions 
as cause and effect are extremely vague and unclear. 
Most authors are content when they have quoted 
masses of influences that may have anything to do 
with the matter and some people are actually fond of 
mixing all sorts of influences together in the most 
bewildering way in order to make it impossible to 
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discern any definite lines of cause and effect. Their 
main thesis seems to be that economic life is so com- 
plicated that no simple statement of essential con- 
nexions is possible. Obviously, such a negativism is 
not only adverse to any scientific analysis, but also 
incompatible with the urgent practical need of a 
broad understanding of such disastrous developments 
as humanity has been exposed to during the last few 
years. If we insist upon coming to such an under- 
standing we must make it clear to ourselves that a 
mere enumeration of a multitude of facts that may 
have some influence on the situation is no explana- 
tion. We must ask for much more. We must be able 
to discern the main factors in the problem from the 
mass of subordinate ones. We must find out the 
essential causal connexions, learn how the different 
factors are related to one another, and make it 
clear how they co-operate in the result we have 
before us. 

The idea of cause and effect presupposes a necessary 
connexion, say between two factors a and h. If such 
a connexion exists a variation in a must be followed 
by a variation in b and vice versa. Which of both 
these two variations is cause and which is effect may 
sometimes be clear from a simple examination of the 
nature of the connexion. If, for instance, international 
trade is reduced, say by a protectionistic policy, the 
volume of’ shipping will be reduced too. Nobody 
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doubts what is cause and effect in this necessary 
connexion. In some cases, however, the connexion is 
more complica^'cd and the distinction between cause 
and effect reqvdi es further analysis. It is sometimes 
believed that the question can be decided by the 
sequence ixi time : the effect must always come after 
thij cause. In economic questions, however, this is 
not certain. Economic action very much depends on 
anticipation of future events and a fall of the prices of 
government bonds may take place before war breaks 
out although the war is doubtless the ultimate cause. 
In statistical investigations it is necessary to keep this 
in mind and not rely on the assumption that later 
events cannot be causes of previous events; the 
anticipation that makes such a thing possible is 
usually not recorded by statistical data. 

Of two factors, related to one another by a necessary 
connexion, it is not always possible to say that one is 
independent and the other dependent. They may 
both be dependent upon some outside faetor and the 
understanding of their mutual relation is then possible 
only when we take this outside factor into considera- 
tion. For instance, there is a simple relation between 
the quantity of means of payment and the general 
price level. If we can disregard all other factors in 
the equation of monetary equilibrium the general 
price level must rise proportionally to the quantity 
of means of payment. Still, there may be some doubt 
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which of these factors is cause and effect. Suppose, 
however, that the government create fresh means of 
payment in support of their finances, and that they 
continue for some time doing so. They thereby create 
a fresh purchasing power which has the effect of 
raising prices. We call this process inflation. At a 
higher price level the public wants a greater quantity 
of means of payment. Both these quantities rise 
proportionally to one another, but the cause behind 
these simultaneous movements is the constant crea- 
tion of fresh purchasing power, that is to say, the 
continued inflation of the currency. 

In actual economic problems we often have to do 
with a multitude of different factors connected with 
one another by some necessary condition. In order 
that this condition may be fulfilled all the factors 
must adjust themselves to one another. How then 
distinguish between causes and effects ? The balance 
of payment between one country and the outside 
world must be equalized for every day. That is a 
necessity resulting from the elementary logic of book- 
keeping. In this balance enter many different factors, 
and they must adjust themselves to one another so that 
the necessary balance is established. Is then the 
movement of a particular factor to be regarded as 
cause or effect ? The answer to this question can only 
have a relative validity. We may regard some factors 
as more independent than others, and the degree of 
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independence then determines the place of the factor 
as cause or effect. 

If an independent movement takes place in one 
factor some adjustment will be necessary in the other 
factors. Bul some of them offer a greater resistance 
than others, and generally the adjustment will follow 
the line of least resistance. If the disturbed 
balance is adjusted by an export of gold, this export 
may be regarded as the result either of the original 
disturbance or of the fact that the other factors 
refused to adjust themselves to the new conditions. 
The decision must obviously depend on the degree of 
mobility which is expected from the different factors. 

A distinction must always be made between 
ordinary and extraordinary factors in the problem. 
If factors of an extraordinary nature enter into the 
problem these factors must naturally be regarded as 
causes of the subsequent disturbances . If, for instance , 
the balance of payments is disturbed by the necessity 
of paying heavy political debts, and if, in consequence 
thereof, the country has to export gold it may justly 
be said that this gold export is caused by the political 
debts. No doubt it would have been possible to 
restore the balance without any export of gold if suffi- 
cient adjustments had taken place in other factors. 
It is always possible to argue that the lack of such an 
adjustment has caused the gold movement. The 
validity of this argument will depend on how far such 
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an adjustment may reasonably be expected. If the 
creditor country by aid of high tariff walls tries to 
prevent an increased import of commodities the 
debtor country may experience a great difficulty in 
adjusting its balance of payments by the natural 
means of an increased export of goods. Gold export 
becomes necessary then. It could reasonably be ex- 
pected that the debt payments should be received in 
the form of goods and the extra dose of protectionism 
that prevents such a form of payment may therefore 
be regarded as a cause of the gold import co-ordi- 
nated with the claim of debt payments. 

In the economic sphere the conception of cause and 
effect corresponds to a practical need. If the effect is 
desirable the ascertainment of the cause may give us 
an opportunity of furthering the effect. Again, if the 
effect is harmful we seek for causes in the hope of 
being able to suppress them or at least to restrict their 
evil influences. This practical character of our 
interest for causes has the consequence that we must 
attribute economic results primarily to such factors 
as may be controlled by a deliberate policy. The 
course of a ship is doubtless the combined result of 
wind, current, and navigation, and each of these 
factors could be quoted as independent causes of the 
result that the ship arrives at a certain place. But the 
technical means of navigation being so highly de- 
veloped as they now are, we do not hesitate to declare 
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the navigation as the cause of the movements of the 
ship. If the ship arrives at a false port, the captain 
can find no excuse in wind and current ; the fault is 
wholly with the navigation which ought to have 
adjusted itself to the other factors in order to secure 
complete control of the course of the ship. The 
navigation being under the possibility of control the 
whole responsibility is with the navigation, and there 
can be no question of a division of the responsibility. 

This is very instructive. Responsibility always 
follows possibility of control. A Central Bank in a 
paper standard country has the monopoly of supply- 
ing means of payment of legal validity and has the 
power of regulating this supply so as to establish a 
certain stability in the purchasing power of its 
currency. If the public, in a mood of depression, 
begins to repay debts to the Central Bank, and if 
thereby the supply of means of payment is restricted, 
with the consequence of a fall of the general level of 
prices, the Central Bank should immediately take 
measures to increase that supply and thus to secure 
stability for the price level. If the bank fails to do 
that, the bank is responsible for the following fall of 
the price level. Its behaviour must be regarded as the 
cause of the deflation that sets in. The more theoretical 
analysis and practical experience accumulate evidence 
to demonstrate the power of a Central Bank to control 
the value of its currency by aid of a deliberate policy, 
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the more any undesired movement in that value will 
be regarded as caused by the failure of the Central 
Bank in exercising its power of control. It wUl then 
be increasingly difficult for the Central Bank to 
escape the responsibility for what happens to its 
currency. 

Again, we are now beginning to see that it is pos- 
sible, under the reign of the Gold Standard, for a 
deliberate co-operation between the leading central 
banks to exercise a certain control on the value of gold, 
and that in this way a certain stabilization of the 
general level of commodity prices in terms of gold 
may be secured. If then such a co-operation is not 
attained, if some important central banks follow a 
policy which must lead, say to a violent increase in the 
value of gold, the behaviour of such banks must be 
regarded as the cause of this movement, and the 
banks have to carry the whole responsibility for the 
consequences. This is so even if we can point out 
other factors that have contributed to the result, for 
instance, a diminished supply of gold. As long as it is 
possible for a rational co-operation to counteract such 
factors the blame for the fluctuations in the value of 
gold rests with the banks that have not used their 
power of control as they ought to have done. 

Our analysis of the meaning of cause and effect in 
economic matters will prove particularly useful when 
we are faced with the question how far fluctuations of 
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the general level of commodity prices depend on 
monetary and how far on non-monetary causes. We 
should then first of all observe that ‘the general 
level of commodity prices’ is essentially a monetary 
conception. We calculate a price index in order to 
have a measure of fluctuations of the monetary unit. 
Such a fluctuation is in its nature a monetary phe- 
nomenon and an explanation of it of an entirely non- 
monetary character is obviously impossible. Such 
explanations have, however, often been tried and are 
indeed still continually offered as scientific contribu- 
tions to the analysis of fluctuations of the price level. 

Particularly, it is a popular idea that a fall of the 
general level of commodity prices may be caused by 
‘factors on the commodity side’. For instance, we are 
told that the continual lowering of cost of production 
following on technical progress must bring down the 
general level of prices. The public always gives 
this argument a willing ear without reflecting on 
its theoretical value and without taking account of 
what experience has to tell us in this matter. A 
reduction of technical costs of production can never 
mean anything else than a narrowing of the margin 
between the prices of labour, raw materials, and other 
factors of production on the one hand, and the prices 
of finished goods on the other. But such a narrowing 
has nothing to do with the general level of prices. 
The price index for 1850 was practically the same as 
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for 1910, although in this period the technical pro- 
gress achieved was immense. From 1895 up to the 
War the general level of commodity prices actually 
rose in spite of the unusually high rate of technical 
progress in that period. No greater validity can be 
ascribed to the popular explanation of the fall in 
prices that refers to the increase in the volume of pro- 
duction. If production increases, the supply of means 
of payment ought naturally to be increased at the 
sanie rate, and, if this is done, there is no reason why 
the general level of prices should fall. Such an in- 
crease in the supply of means of payment may en- 
counter certain difficulties, as for instance, under the 
reign of the Gold Standard, a shortness in the supply 
of gold or a weakness in the gold economizing policy 
required to counteract such a shortness. Such factors 
are, however, monetary factors, and an explanation of 
the movements of the price level without reference to 
them does not in reality explain anything. 

This example shows the nature of the problem. 
Non-monetary causes may doubtless give rise to con- 
siderable disturbances in the monetary equilibrium, 
and thus bring about fluctuations of the general level 
of commodity prices. This only means that monetary 
policy has not been strong enough to offer a sufficient 
resistance to these disturbing factors. This is what 
actually occurs in periods of inflation or deflation. 
Monetary stability can obviously only be attained by 
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a deliberate monetary policy constantly adjusting the 
supply of means of payment to the changing condi- 
tions and thus, in spite of all disturbing influences, 
making itself master of the situation. If the Central 
Bank has not sufficient power and independence or 
sufficient freedom of movement to carry through such 
a policy this deflciency is in itself a monetary factor 
which has to be taken account of. 

Sometimes the outside factors are so powerful and 
of such an extraordinary nature that it becomes ex- 
tremely difficult for monetary policy to resist them. 
We shall find that the mal-distribution of gold con- 
sequent upon the enforcement of war debt payments 
represents such an extraordinary factor in the present 
crisis. In such cases we must naturally regard the 
outside factors as primary causes of the fluctuations of 
the general price level. Still, even then a complete 
explanation is possible only if the difficulties of mone- 
tary control and the actual shortcomings of monetary 
policy are taken into consideration. Thus the problem 
always remains a monetary problem. 

In the present crisis it has often been said that the 
fall in prices has been the result partly of monetary 
and partly of psychological factors. Such an explana- 
tion is unsatisfactory, indeed cannot be called an ex- 
planation at all, so long as the true relation between 
the two sets of factors is not cleared up. Monetary 
policy ought to be able, in spite of adverse psycho- 
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logical conditions, to control the purchasing power of 
the currency. If this control is defective in the first 
period of falling prices this price-fall itself will in- 
crease the distrust of the public in the future and thus 
give rise to a psychological influence of serious strength 
which can be combated only by monetary measures 
of unusual severity. Under all circumstances the in- 
fluence of psychological factors must be examined in 
its relation to monetary policy. 

7'hese preliminary observ^ations on the principles of 
economic analysis will prove to be useful as a guide 
when we enter upon a more systematic examination 
of the nature of the present crisis. Before we do that, 
however, we shall have to clear the ground from the 
mass of false explanations that have been offered to 
the public and stand in the way of a clear conception 
of the essential lines in the development. It is of 
course not difficult to quote a number of disturbing 
factors that have been at work since the War. The 
War itself is such a factor and is still often mentioned 
as the main explanation of the present crisis, the idea 
being that a great war must necessarily be followed by 
a crisis of a corresponding importance. This is, of 
course, pure superstition. A real economic connexion 
can hardly be established between a war, supposed to 
have destroyed wealth to an enormous extent, and a 
crisis , supposed to be characterized essentially by over- 
production of wealth! 


52 



ANALYSIS OF THE PRESENT CRISIS 

The post-War generation has no doubt been guilty 
of a whole series of the most appalling faults, mistakes, 
and violations of fundamental economic principles, 
which together might well be expected to result in a 
crisis. Having finished the War we have proceeded to 
claim war debts and reparations without being willing 
to accept payment, to cut up the world’s market by 
aid of the most extraordinary protectionist devices 
into almost watertight compartments, to prohibit the 
international migration of men, to hinder the free 
movement of capital, and to prevent by aid of great 
valorization schemes a natural adjustment of the 
prices of certain commodities. Within our different 
countries we have developed monopolies both of en- 
terprise and labour and in this way, have done all we 
could to restrict internal freedom of movement. Not 
content with that, we have created systems of unem- 
ployment doles calculated to increase the immobility 
of labour in a very dangerous way, and, in addition, to 
ruin public finances. Some people have started so- 
called radical movements aiming at the revolution of 
our whole economic system, but the only thing they 
have attained thereby, and conceivably ever could 
attain, has been to destroy confidence and that spirit 
of enterprise on which our whole economic life is 
founded. 

Our economic organization, however, has in these 
most adverse circumstances shown a remarkable 
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strength, and, in spile of all difficulties, the world 
enjoyed from the time of the restoration of the Gold 
Standard up to the middle of 1929 a period of pros- 
perity and ver^' considerable progress. It seems irii- 
possible, therefore, to explain the present violent 
crisis by way of the causes here referred to. Some- 
thing must have happened that at once altered the 
situation and brought about the crisis. In order to 
find out what that has been we only have to observe 
what is the most characteristic feature of the economic 
development since the middle of 1929. Nobody can 
doubt that this is the extraordinary fall in prices. The 
general level of commodity prices as measured in gold 
has indeed in the short period of two and a half years 
from July 1929 to January 1932 (according to Irving 
Fisher’s index for U.S.A.), been reduced by a third. 
A more violent fall in commodity prices has hardly 
ever taken place under Gold Standard conditions. 
Obviously an examination of this movement and its 
causes must hold the central position in our analysis 
of the present crisis. 

Such a fall of the general level of commodity prices 
is a monetary phenomenon. Purely economic factors 
can alter relative prices, but the absolute height of 
the general level of prices cannot be determined by 
them. A movement of this level is tantamount to a 
change in the monetary unit in which we reckon all 
prices. Sudi a change necessarily requires an ex- 
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planation of a monetary nature. We can give very 
good reasons why 'tvheat, coffee, and certain raw 
materials should fall in price relatively to other com- 
modities. But these reasons give no explanation of 
the fact that the centre of gravity of all commodity 
prices has shown such a violent downward move- 
ment. 

In spite of this character of the present crisis the 
most popular explanations are still those based upon 
vague ideas of over-production and over-expansion. 
Economists may prove in the most conclusive way 
that a general over-production is an impossible 
assumption. The public which is accustomed to 
think on lines of private economy will generalize 
personal experiences and readily accept general over- 
production as the natural explanation of crises such as 
the present. The only way to disprove this theory is 
therefore to examine the actual course of the develop- 
ment before the crisis. When in 1925 the Gold Stan- 
dard had been restored in Great Britain and a number 
of other countries, productive activity was resumed, 
with the result, as has already been said, of a great 
deal of prosperity. It is, however, a mistake to believe 
that production in these years showed an abnormal 
rate of progress. The investigations of actual facts 
which I have already quoted show that the rate of 
progress in these years was only normal, that is to say, 
corresponded approximately to the average pre-War 
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rate of 3 per cent, per annum. At this point we can 
clearly see how useful it is to have a distinct arithmetical 
conception of what is meant by normal progress. 
Indeed, without that conception it is impossible to 
speak of a certain period as characterized by an over- 
or under-normal productive activity. In the nature of 
our economic organization there is no reason why the 
normal rate of progress that was resumed during the 
’twenties could not have been maintained. The whole 
idea that the rate of progress was exaggerated and 
that this exaggeration must necessarily be punished 
by a crisis finds no support in the actual facts. No 
doubt there was over-expansion in some branches. 
But that is a very common occurrence which usually 
does not seriously disturb the world’s economy. 
Under the pressure of natural economic forces an 
adjustment soon takes place and general progress can 
go on. There is no ground to assume that such an 
adjustment would have been impossible in the present 
case. Had the general progress been allowed to 
continue as it had begun, the restrictions required in 
some branches would have been much smaller than 
they now seem to be, simply because the general 
capacity of consumption would have grown so much 
faster. 

The idea that rapid progress is possible only for a 
limited period and necessarily must be followed by a 
period of restriction is based on the superstitious 
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belief that the capacity for production develops 
faster than that for consumption, and that it is neces- 
sary therefore now and then to slow down production 
for some time in order tc give consumption time to 
overtake production. The only ground for this 
belief is, however, a very defective understanding of 
the mechanism of uniform economic progress. As I 
have already said, an elementary analysis of this 
mechanism shows that in the normal state of develop- 
ment consumption grows at the same pace as produc- 
tion and that the same holds true with regard to 
saving and creation of fresh real capital. It is very 
deplorable that a great part of the world’s financial 
press is ignorant of such an elementary truth. This is 
all the more deplorable in that the interpretations of the 
financial press give much support to the old socialistic 
dogmatism according to which the capitalistic society 
is fundamentally a wrong construction bound to 
produce crisis after crisis of a continually growing 
violence. The remarkable uniformity of economic 
development under modern capitalistic conditions 
should definitely disprove this theory. During the 
present crisis private enterprise has indeed displayed 
a wonderful strength in spite of all the extraordinary 
disturbances to which it has been exposed by arbitrary 
State interference. The capitalistic economy, how- 
ever, necessarily presupposes a reasonable stability of 
the monetary system upon which it is built. To 
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guarantee this stability is the only essential function 
of the State in the sphere of economic administration. 
Here the State has failed. It was only when the 
monetary system broke down that the progress 
secured by private enterprise was interrupted and the 
world’s economy became involved in the present 
crisis. It seems very strange indeed that, after such 
experience, people still should see the salvation of 
humanity in an increase of governmental control of 
economic life. 

There are many variations of the over-expansion 
theory. One that seems to have gained a singular 
influence on American opinion is the curious idea 
that the splendid development of American economic 
life during the ’twenties was largely a result of an 
inflation of the credit structure of the country. 
Financial writers have pointed to the very consider- 
able growth of bank deposits and used this growth 
as a proof of an undue creation of credit from the side 
of the banks. They have concluded that the rapid 
productive development of the country during the 
period was built on an artificial basis and that there- 
fore a time must come when the whole superstructure 
must break down. They have even gone so far as to 
contend that the huge American loans to foreign 
countries during this period were based upon this 
inflated credit and that to that extent the amount of 
prosperity that the outside world succeeded in 
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developing on the basis of the American advances 
had no solid foundation. Such teachings have 
naturally given much strength to the forces working 
for the deflation that began to predominate at the end 
of the period and very much contributed towards the 
great catastrophe. Here we have again a striking 
example of the immense dangers to which a country’s 
economy may be exposed by the spread of unsound 
economic doctrines. The American people has now 
plenty of opportunity to regret its willingness to 
listen to false prophets, instead of giving some little 
time to the study of elementary economic truths. 

Of course the teachings here alluded to are devoid 
of any real foundation. First, it is a very bad custom 
to use such technical words as ‘inflation’ in a loose 
and parabolic sense by which the most hazardous 
conclusions may be supported. In serious economic 
discussions the word ‘inflation’ should be used only 
to denote such an increase in the supply of means of 
payment as will lead to a rise of the general level of 
commodity prices. In America no such rise took 
place. Indeed, the period in question is characterized 
by a fairly good stability of the purchasing-power of 
the dollar. No doubt fluctuations occurred, but the 
general trend of the period was not upward. It is 
impossible then to speak of an inflation of the 
American credit system. The growth of banking 
accounts simply signifies that the public to a growing 
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extent preferred to let the banks take care of its 
savings instead of having the trouble and the risk of 
direct investment. As has been made clear by the 
recent investigations of the League of Nations into 
the development of the ‘Commercial Banks 1913-29’ 
this has been a world-wide tendency. The consequent 
growth of bank deposits obviously represents real 
savings and must be regarded as a sign of a sound 
development involving a wide democratization of the 
habits of saving. Equally unfounded is the theory 
when it is extended to the sphere of international 
movements of capital. The American import of gold 
during the period has been a result of the American 
balance of payments, and particularly of the abnormal 
fact that the country, in spite of huge claims on 
account of political as well as commercial debts, 
maintained a large surplus in its balance of trade. This 
gold import — with all its pernicious effects on the 
world’s economy — could be checked only by means 
of a large and continual export of capital. It seems 
then to be a singular lack of judgenient to represent 
the American export of capital as a sign of an unsound 
credit policy. The truth is that this export of capital 
was the only means possible for maintaining equili- 
brium in a balance of payments which was continually 
threatened by disturbing factors of a very grave 
nature. In the next lecture we shall have the oppor- 
tunity to study these factors and see how disastrous 
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their effects became as soon as the safety-valve of 
American capital export ceased to function. 

That was what actually happened towards the end 
of the period when America, under the pressure first 
of the boom of 1928 and then of the beginning crisis, 
thought it necessary to retain her savings within her 
own boundaries. From that time the equilibrium of 
the world’s economy became fundamentally disturbed . 
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THE BREAKDOWN OF THE GOLD 
STANDARD 

I HOPE 1 have succeeded in making it clear in 
my previous lectures that a stability of the Gold 
Standard is possible only if the world’s monetary 
demand for gold is systematically restricted with a 
view to keeping the general level of commodity prices 
constant. Such a restriction naturally requires co- 
operation between the different gold standard coun- 
tries involving, in case it is needed, a deliberate 
abstinence on the part of each particular country 
from a disproportional accumulation of gold. This 
essential condition was fulfilled to a reasonable extent 
up to 1929, and up to that time the world’s economy 
also showed progress, partly even great prosperity. 
From that time, however, two countries, France and 
the United States, began to draw gold to themselves 
to a quite disproportional extent, with the result of 
an extraordinary maldistribution of the world’s mone- 
tary gold reserves. From the beginning of 1929 to the 
middle of 1931 France increased her monetary gold 
stocks by no less than 945 million dollars.^ At the 
same time the United States increased its monetary 

^ These and the following figures are as supplied to the Gold 
Delegation of the League of Nations. 
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gold stocks by 815 million dollars. In consequence of 
an abnormally large supply of gold for monetary 
purposes the total monetary gold stocks of the world 
(exckxding Russia) were increased in the period by no 
less than 855 million dollars. The accumulation of gold 
inFranceand the United States, however, had become 
so large as to cause an actual loss in the monetary gold 
stocks of the rest of the world (excluding Russia) of 
no less than 900 million dollars, which corresponded 
to TO per cent, of the amount of these stocks at the 
beginning of 1929. Now these stocks should normally 
have increased by roughly 3 per cent, per annum and 
the real deficiency at the end of the period therefore 
amounted to about 23 per cent. The loss of free gold 
reserves in excess of legal minimum requirements 
was, of course, relatively much greater. Thus the 
countries concerned found it impossible to maintain 
the level of prices which prevailed at the end of 1928. 
In order to defend their gold reserves the central 
banks had to apply serious measures of deflation. 
The result was a severe pressure upon commodity 
prices in the gold-losing countries, increased com- 
petition in world markets, and in consequence a 
world-wide price-fall of unparalleled dimensions. 

Most of the gold-losing countries were in the end 
forced to abandon the Gold Standard. In view of the 
inflexibility of some groups of their internal prices 
and wages, and particularly of their burden of private 
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and public debt, they found it practically impossible 
to adjust their internal price-levels to the lower inter- 
national price-level, and they had no alternative but 
to abandon the Gold Standard and so to sever the 
links between their internal prices and gold prices. 
The result was a complete breakdown of the whole 
international Gold Standard system. It is this singu- 
lar catastrophe that we have to study in the present 
lecture. 

Our first task must be to clear up the question how 
this extraordinary flow of gold into France and the 
United States has been brought about. Obviously a 
country can import gold only if its balance of pay- 
ments allows it to do so. In other words, an import 
of gold must be the result of the fact that the other 
factors in the balance of payments result in a surplus. 
In so far all the factors entering in the balance of 
payments may be regarded as co-ordinated causes of 
the gold import. However, if any of these factors are 
of an extraordinary nature, whilst the other ones must 
be regarded as regular features of international eco- 
nomic relations usually not leading to an inflow of 
gold of any importance, there is sufficient ground for 
designating these extraordinary factors as causes of 
the gold import. In this sense the war debt payments 
stand out as the actual cause of the one-sided flow of 
gold into France and the United States reflected in 
the figures just quoted. (Here and in the following 
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I include reparation payments in the term ‘war 
debts’.) 

From January 1925 to June 1931 France and the 
United States had received war debt payments to a 
total amount of 2,262 million dollars. At the same 
time they had increased their monetary gold reserves 
with the aid of imported gold by an amount of 1,520 
million dollars. These figures make it clear that a net 
gold import for this period would have been im- 
possible had the two countries not received any pay- 
ments on account of war debts. Thus it may truly be 
said that the payment of war debts is the basic cause 
of the extraordinary inflow of gold into France and 
the United States. In the normal course of inter- 
national trade and in the absence of the abnormal 
influences of political debts the countries in question 
would simply not have had the surplus in their 
balance of payments required for the import of gold. 

A closer study of the gold movements in question 
will reveal that the period that we have to do with 
has to be divided into two sub-periods which with 
regard to the gold movements are of a very different 
character. From the beginning of 1925 to the end 
of 1928 France had a moderate net import of gold 
which was, however, counterbalanced by a greater 
export of gold from the United States, so that a 
moderate net export resulted for the two countries 
taken together. The explanation is that America in 
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this first period lent abroad, mainly to Germany and 
on long-term account, sums considerably exceeding 
what she received in war debt payments, while 
France to a great extent r.sed her war debt receipts 
to accumulate large short-term balances abroad. In 
the following time, from the beginning of 1929 to 
the middle of 1931, France and America together not 
only collected the whole of the war debt payments 
in gold but also converted balances accumulated 
abroad during the earlier period into gold and with- 
drew them. As a matter of fact the two countries 
together in this period received war debt payments 
to an amount of 898 million dollars, but imported 
gold for increasing their gold reserves to an amount 
of no less than 1,683 million dollars. 

These facts make it clear that there was a possibility 
of balancing the war debt payments by an export 
of capital. But neither of the countries in question 
was prepared for a regular export of capital to be 
continued for an indefinite time and in the form of 
long-term investments. Thus the equilibrium of 
international payments which was attained in the 
first period was only temporary, not being founded 
on a basis of stable international relations. 

Up to 1929 Germany had been enabled to pay 
reparations, mainly because of the steady receipt of 
large loans from the United States. From that time 
there was a marked shrinkage in these loans, partly 
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because the development of a boom within the 
United States itself kept resources in that country, 
and perhaps even for a short time to some extent 
attracted them from other countries, and pardy 
because Germany by the end of 1928 had practically 
exhausted her borrowing power and doubts were 
beginning to be felt concerning the safety of the 
loans previously made. Under such circumstances 
the continuation of the reparation payments ex- 
posed the world’s gold reserves to an extraordinary 
pressure. 

Another circumstance of fatal consequences for the 
world’s Gold Standard system was the entrance of 
France into this system in the middle of 1928. From 
that time France began to draw gold to herself to an 
enormous extent. At first gold was deliberately 
attracted in order to strengthen the gold reserves of 
the Banque de France. Later on gold, according to 
the French version of the matter, flowed automati- 
cally into France. Clearly, however, if France had 
been willing to lend abroad on a sufficient scale to 
bring about an equilibrium in her balance of pay- 
ments, no foreign gold would have gone to France. 
Thus in both cases an unwillingness, no doubt partly 
based on real difficulties, to extend further loans to 
foreign countries was a factor contributing to the 
actual imports of gold. But, as has already been said, 
a continued export of capital from France and the 
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United States was never to be reckoned upon as a 
reliable safeguard of the equilibrium in their balance 
of payments. For that reason the disappearance of 
foreign lending cannot be recognized as an original 
cause of the maldistribution of gold on the same 
footing as the war debt payments. 

With stronger reasons the growing protectionism 
of these two countries could be given a place at the 
side of the war debts as a cause of the one-sided 
inflow of gold. It must be regarded as normal that 
a creditor country should be willing to accept pay- 
ments of its claims in the form of a surplus import 
of goods and services. This is what Great Britain 
had always done. By accepting goods, broadly with- 
out tariff duties, Great Britain had made it possible 
for her debtors to pay their debts without having 
resort to such an extraordinary means for balancing 
international accounts as an export of gold. Thus, if 
creditor countries refuse to take payment in the form 
of a surplus import of goods and services, they 
certainly behave in an abnormal way, and such a 
behaviour must be regarded as a new fact entering 
into the problem and constituting a fundamental 
cause of gold imports. 

We must conclude, therefore, that the one-sided 
movement of gold into France and the United States 
during the period in question is the combined result 
of the insistence of these countries on war debt 
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payments and their unwillingness to receive these 
payments in the normal form of a surplus import of 
goods and services. It can hardly be doubted, how- 
ever, that the war debts have had a particular and very 
important influence in the direction of strengthening 
protectionism in the receiving countries. As soon as 
Germany has made a serious attempt to pay by surplus 
imports into a creditor country, a cry of opposition 
has been raised against the calamity of home markets 
being invaded by German goods! In 1930 the United 
States by a new tariff legislation sharpened its pro- 
tectionist policy. France on her side, by aid of a 
whole series of measures, partly of a very extraordi- 
nary character, gradually raised the barriers against 
foreign imports and thus made payment in goods 
increasingly difflcult. No doubt such actions were 
taken essentially in order to avoid a surplus import 
which was looked upon as detrimental, but which 
was a natural consequence of the war debt claims. 
If the increasing protectionism in this way is to be 
regarded as a result of the war debt claims, these 
claims stand out still more clearly as the fundamental 
cause of the maldistribution of gold. 

It remains to explain why the huge accumulation 
of gold in France and the United States did not 
produce an increase in the effective means of pay- 
ment and therefore a rise in internal prices in the 
receiving countries. According to the classical 
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doctrine of the automatic functioning of the Gold 
Standard, such a rise in prices would have been the 
immediate effect of the inflow of gold, and this effect 
would have checked the inflow and eventually caused 
a reversal of the movement. However, both in France 
and the United States there was an aversion from 
using the fresh gold acquired for any such purpose, 
and to a large extent the gold was simply buried in 
the vaults of the Central Banks. As a consequence of 
a restrictive credit policy the price-levels of these 
countries were not only prevented from rising, but 
actually lowered, in spite of the continued inflow of 

gold. 

The fact that the gold-receiving countries failed 
to use their increasing gold reserves for extending 
the effective supply of means of payment must be 
regarded as abnormal and, therefore, as an indepen- 
dent cause of the fall in prices at the side of the mal- 
distribution of gold itself. Had the gold been used in 
a normal way prices in France and the United States 
would have risen above the price-level of the outside 
world. This would have led to an export of gold 
which would have saved the outside world from a 
further fall in prices and helped it to maintain the 
Gold Standard. Thus it may truly be said, that the 
breakdown of the Gold Standard was the result of 
a flagrant mismanagement of this monetary mecha- 
nism. The payment of war debts in conjunction with 
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the unwillingness to receive payment in the normal form 
of goods led to unreasonable demands on the zvorld's 
monetary gold stocks; and the claimants failed to use 
in a proper way the gold that they had accumulaied. 
This statement may serve as a conclusion of our 
examination of the essential causes of the extra- 
ordinary fall in commodity prices since the middle of 
1929 and of the following collapse of the Gold Stan- 
dard system. 

d 'he fact that France and the United States have 
drawn disproportionate quantities of gold to them- 
selves is certainly very disquieting, but the defence 
that is offered for this behaviour is still more ap- 
palling. We have constantly been told, even by 
authors whom the largest American banks have 
chosen as their authorities, that America has no super- 
fluity of gold, but really requires all she has got as 
‘cover’ for her means of payment, and that it is only 
natural that the American stock of gold should in- 
crease in proportion to the deposits of American 
banks. If this is really the view of those responsible 
for American monetary policy the outlook for the 
future of the international Gold Standard system is 
dark indeed. According to earlier experience America 
would need, if the general price-level remained con- 
stant, a doubling of her gold reserves in about fifteen 
years, which corresponds to an average annual in- 
crease of about 47 per cent. On the basis of the gold 
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reserve at the midch’e of 1931, which was 4,956 
million dollars, this by now would mean about 233 
million dollars, a sum considerably above half of the 
world’s present production of gold. In fifteen years, 
A.D. 1946, this sum would have doubled, i.e. risen 
to about 460 million dollars against a total world 
production by that time of less than 300 million 
dollars, according to the estimates of Mr. Kitchin. 
Even if such a moderate growth of American demand 
for gold reserves as 4 per cent, per annum is assumed 
this demand would already by the middle of the 
’forties exceed the world’s total production. Under 
such circumstances the world would have no other 
choice than to abandon the Gold Standard. Having 
regard to the remarks in my last lecture on the growth 
of American bank deposits we easily realize that such 
growth cannot possibly, even under traditional stan- 
dards of gold requirements, justify a corresponding 
increase of gold reserves. Further, it must never be 
forgotten that the maintenance of the Gold Standard 
for the future necessarily presupposes a severe and 
progressive reduction of these standards. 

The policy of monetary restriction which the 
Federal reserve system entered upon early in 1928 
was dictated by the desire of the system to combat 
the rising stock exchange speculation in New York. 
In my testimony before the House Committee on 
Banking and Currency in Washington on 18 May, 
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1928, 1 said that such a function ‘is entirely outside of 
the normal province of the Federal reserve system, 
which is to regulate the currency of the country’, 
I warned the Committee that restrictive measures for 
such a purpose ‘may disturb the whole monetary 
policy, and may have an effect on the general level 
of prices that will result in a depression in production 
in this country, followed by a decrease of employ- 
ment, all only for the purpose of combating some 
speculators in New York’. I added that I thought 
this absurd. However, it was precisely this absurd 
policy that was followed up until the collapse of the 
stock exchange speculation was brought about in the 
autumn of the following year. But at that time the 
restrictive policy had already begun to show its per- 
nicious effects on the economic life of the country. 
After the collapse the Federal reserve system entered 
on a more liberal policy. But the steps in that direc- 
tion were too slow and never thoroughgoing enough, 
and the system was unable to stop the downward 
movement of prices which it had initiated by its 
earlier policy of monetary restriction. 

This policy had been very much influenced by the 
idea that the stock exchange speculation drew capital 
from the productive life of the country. I have shown 
that this idea, although generally accepted in financial 
circles all over the world, is entirely false and is 
merely the' result of misconceptions of elementary 
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economic processes. This fact throws a peculiar light 
upon the monetary policy dictated by the desire to 
combat speculation. 

In France it is said that France has not deliberately 
drawn gold to herself, and all responsibility for the 
tremendous accumulation of gold in the Banque de 
France is emphatically rejected. A closer examination 
of the defence offered for the French accumulation 
of gold shows, however, that to a great extent it 
ultimately falls back upon quoting the existing mone- 
tary laws and organization as an excuse for the short- 
comings in the country’s monetary policy. Obviously 
such a defence can have no international validity and 
within France it will only too easily lead to a con- 
tinuation of evils that are full of the gravest dangers. 
Moreover, the great gold accumulation in France is 
looked upon with so much national satisfaction and 
pride and, in addition, has actually been used for the 
exercise of so much political power, that one cannot 
but get the impression that France will not readily 
consent to a reduction of her gold holdings, still less 
do anything in order positively to further a better 
international distribution of gold. If France accus- 
toms herself to look upon her present gold reserves 
as corresponding to a normal need, and if such hold- 
ings should come to be regarded as a standard for 
other countries, the gold supplies of the world will 
be utterly insufficient for meeting the demand, and 
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the maintenance of an international Gold Standard 
will be impossible. 

If we want to go farther in our inquiry and find 
out the deeper psychological causes beliind the forces 
which have brought down prices in the gold-receiving 
countries, we shall have no difficulty in ascertaining 
the main influences responsible for this development. 
Among these influences American puritanism stands 
out as perhaps the most impoitant. From this side 
the stock exchange speculation of 1928-9 was re- 
garded as particularly sinful behaviour which had to 
get its punishment. To that end credit had to be 
restricted and prices to be forced down. The great 
danger of such a proceeding for American production 
and trade and generally for the world’s well-being 
was put aside as unimportant in comparison with 
a punishment regarded as a commandment of the 
highest justice. People of this mind are inclined to 
believe in deflation just as they believe in suffering 
as a means of education. They regard deflation as 
a policy of particular moral merit and they look upon 
the continual destruction, resulting from deflation, 
of what they call unsound business undertakings as 
an additional recommendation of this procedure. 
They strongly oppose any measure aiming at a 
reversal of the downward movement of prices, any 
kind of inflation being in their eyes an act of im- 
morality. 
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This wonderful variety of ascetic philosophy has 
found support from another quarter, namely, from 
the views on economic life prevailing among French 
peasants and petty tradesmen. Within the narrow 
horizon of these people, all economic difficulties are 
naturally looked upon as a consequence of some 
extravagance, and in a situation of embarrassment 
no other remedy is known than reduced expenses, 
further accumulation of savings, and increased cau- 
tion. In September 1931 the French Minister of 
Finance, M. Flandin, gave an unusually clear expres- 
sion of these views in the statement he made before 
the Financial Committee of the Assembly of the 
League of Nations. The kernel of this explanation 
was that the world was suffering generally from an 
undue expansion in all directions, an expansion that 
had to be reversed by general restriction. Recently, 
in the same spirit, M. Caillaux has proclaimed that 
the application of new inventions must be braked in 
order to prevent too great rapidity in technical pro- 
gress! Such is the mental attitude behind the defla- 
tionist tendencies in France. 

When the value of the monetary unit is violently 
increased different groups of prices will naturally be 
affected in a different way. Some prices, such as 
wages, and particularly wages in sheltered industries, 
are relatively fixed. This is still more true of long- 
term debts. Other prices have much less power of 
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resistance and are forced down much more than the 
average. This is particularly so in lines of production 
where, as generally in agriculture, the supply is 
inelastic and cannot easily be reduced within a short 
time. Thus a sudden fall of the general level of 
commodity prices must be expected to be followed 
by a maladjustment of the different groups of prices 
to one another. Such a maladjustment naturally 
causes serious disorder in the whole economic 
mecnanism. This is precisely what characterizes the 
present situation. Everybody can see that the restora- 
tion of normal prosperity is possible only if the 
different prices can be adjusted to one another so that 
relative prices are brought again into economic equi- 
librium. For an unbiased observer it would seem 
most natural to attain that end by endeavours to raise 
the lower prices to a level where they would again be 
in equilibrium with the higher prices. This, of course, 
would involve a raising of the general level of prices, 
that is to say, a reduction of the monetary unit to the 
value it had before the crisis. The deflationists, 
however, look upon this question in their own way, 
regarding deflation as in itself a desirable thing. 
They think that the necessary equilibrium should be 
brought about by forcing down all prices to the level 
of the lowest. They disregard the great social evils, 
labour struggles, and political disturbances, un- 
avoidably connected with a restrictive policy of such 
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severity as would be required for the purpose. And, 
what is still more important, they do not understand 
that such a restrictive policy would inevitably ex- 
pose the low prices to a new pressure and cause them 
to fall still more. The necessary adjustment of rela- 
tive prices cannot be attained in this way and the 
only result of such endeavours would be a continua- 
tion of the process of deflation which has already had 
such disastrous effects on the world’s economy. This 
has repeatedly been said during the last few years, but 
the deflationists have disregarded all such warnings 
and the continuance of their policy has brought us 
into steadily growing difficulties. 

A violent fall in commodity prices such as has been 
connected with the present crisis must naturally in 
the first instance hit economic enterprise. Profits are 
severely reduced if not annihilated or changed into 
losses. Costs of production are more or less fixed in 
terms of money. This is under modern conditions to 
a great extent the case with wages. Debt charges are 
still more inflexible. If prices of products go down 
beyond a certain limit profits are bound to vanish and 
the solvency of the producer is in danger. At first 
individual firms are hit and they are usually blamed 
for lack of foresight and caution. It should be remem- 
bered, however, that modern economic society is 
built on the basis of a monetary unit that is regarded 
as a fixed quantity and, broadly speaking, business 
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has to be carried on under the assumption that a 
pound sterling should always remain a pound sterling. 
The individual tradesman cannot be expected to 
reckon in his business planning with the possibility 
that the monetary unit will some day be raised by 
50 per cent. The criticism that the puritans are so 
ready to direct against so-called ‘weak firms’ is there- 
fore extremely unfair during a crisis as the present. 

A continued fall in prices must gradually become 
deSi:ructive for a series of trades. The consequence 
must be that debtor countries particularly dependent 
upon such trades become insolvent. The value of 
their exports is no longer sufficient to cover their 
debt charges. The very fall in prices shakes their 
credit and they are no longer able to attract the foreign 
capital which they regularly need for their develop- 
ment. For a time they try to pay by means of their 
gold reserves, but as these are not, and can never be, 
calculated for such needs, they are so much dimin- 
ished that it is thought better to abandon the Gold 
Standard than completely to exhaust the reserves. 

During the years 1929 and 1930 a series of colonial 
countries had already been brought into such a situa- 
tion and it was only a question of time when others 
would follow. Economists warned the world that no 
debtor country could be safe if the price-level were 
forced down still farther. But no attention was given 
to such warnings and no remedy was found against 
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the fundamental evil from which the world’s economy 
was suffering. Prices continued to fall and during 
the first half of 1931 it became clear that a number of 
countries on the European continent were insolvent. 
Still, the financial world seems to have been taken 
by some surprise by the Austrian crisis in May and 
still more by the violent banking disturbances in 
Germany in the following months. No adequate pre- 
cautions had been taken and the emergency measures 
now adopted had very much the character of ex- 
tremely dangerous improvisations. Germany had to 
go through the frightful experience of a complete 
closing of all banks in the country by order of the 
Government. The rate of the Reichsbank had to be 
raised to 12 and 15 per cent., and the Reichsbank 
had to acquire complete control over the whole 
foreign exchange market. 

In June President Hoover made his proposal for 
a war debts moratorium. This was an emergency 
measure in order to avoid a complete collapse of Ger- 
many. From the point of view of the world’s economy, 
the Hoover proposal was ineffective, because it was not 
combined with any measures to reverse the down- 
ward movement of prices. This would have been 
a very appropriate occasion for increasing nominal 
purchasing power by creating an amount of bank 
credit corresponding to the moratorium deficit. Un- 
fortunately Mr. Hoover’s proposals with regard to 
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the present crisis have always been connected with 
an assurance that they would not involve any infla- 
tion; that is to say, they have excluded just the one 
thing that could be reall)' effective. 

After much unfertile political discussion Ger- 
many got a partial moratorium expressed in the so- 
called ‘Standstill Agreement’ by which Germany’s 
principal short-term creditors agreed to a postpone- 
ment of their claims. This programme was completed 
by a general control of the foreign exchange market, 
a control that proved to be a new danger of the very 
gravest nature for international economic relations. 
The system of controlling foreign exchanges spread 
to a number of countries, particularly in Eastern 
Europe and in the colonial world, and was exploited 
as a new form of barrier against the free movement of 
goods and capital. 

The lack of confidence had now grown to such a 
degree that everybody was eager to get his loans paid 
back at the earliest possible date. Under such circum- 
stances even a country as rich as Great Britain was 
exposed to heavy withdrawals of foreign credits. 
This country had, according to old tradition, lent on 
long-term and borrowed on short-term. In addition 
a lot of claims on other countries, particularly on 
Germany, had become frozen. But it was thought at 
first that the withdrawals could be met by an export 
of gold and by large credits in Paris and New York. 
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These credits were, however, soon exhausted and, 
on the 20th of September, Great Britain was forced 
to abandon the Gold Standard. 

Great Britain’s behaviour during this time has 
been exposed to much criticism. The country had 
allowed a deficit to develop both in its budget and in 
its balance of trade. British exports had declined as 
a consequence of the adverse conditions of the world’s 
market and perhaps also, to a certain extent, as a 
consequence of a weakness in British production. 
The inelasticity of wages and consumption prevented 
a corresponding reduction of imports, and the balance 
of payments tended to move against Great Britain. 
No sufficient measures were taken to improve this 
situation and the possibility of securing adequate 
credits abroad to bridge the gap was not made use of 
at a time when British credit was still unshaken. 

No doubt such criticism is justified but it does not 
penetrate to the fundamental cause of the crisis of 
the pound sterling. This cause must be sought in 
the violent process of deflation which had been going 
on for two years and which had by that time raised 
the value of gold by more than 40 per cent. England 
had made great efforts to follow this movement by 
continually pressing down her internal level of prices. 
The corresponding increase in the real burden of 
all debts, particularly the tremendous burden of the 
British Government debt, and of all other charges 
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more or less fixed in the old unit of money, in the end 
made it impossible, or at least extremely difficult and 
dangerous, for Great Britain to endure further defla- 
tion. The connexion with the increasingly deflaced 
gold currencies had to be broken. Indeed it is a most 
remarkable fact that Great Britain went off the Gold 
Standard after a long period of deflation in its own 
currency. Probably this is the first experience of that 
sort in the whole economic history. In earlier cases, 
when a metallic standard had to be abandoned, this 
was the result of an inflation of the currency which 
had brought down its internal purchasing power 
below the normal level. 

Britain’s abandonment of the Gold Standard was a 
fact of world-wide importance. The pound sterling 
had for a hundred years been by far the most im- 
portant currency for the settlement of the world’s 
international payments. The Gold Standard itself was 
a British creation and when the connexion between the 
pound sterling and gold was dissolved, this actually 
meant the breakdown of the Gold Standard as an 
international monetary institution. 

Only a week after England Sweden was forced off 
the Gold Standard. This was a very singular occur- 
rence. Sweden was a country with excellent state 
finances and with a budget which is not burdened by 
any public debt, the debt that there is being far more 
than covered by the productive assets of the State. 
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That such a country, after years of healthy develop- 
ment and prosperity, and after having depressed its 
internal level of prices from 148 as the average for 
1928, to 107 for September 1931, had to abandon the 
Gold Standard is a fact which more than anything 
else shows how' far the international mismanagement 
of the Gold Standard had gone and how absolutely 
unsatisfactory the Gold Standard had become as a 
basis of the world’s monetary' system. 

The other Scandinavian countries soon followed 
Sweden’s example. Since that time only very few 
countries have maintained an effective Gold Standard. 
But this remaining Gold Standard system cannot be 
compared with that which existed before the war. 
The stability of the value of gold has been so much 
weakened by the evermore senseless struggle for 
gold that this metal has lost any advantage it pre- 
viously may have had as a stable standard of value. 
Under such circumstances the belief in a continued 
existence of an international Gold Standard system 
is an illusion which only prevents people from realiz- 
ing how complete the destruction is that has come 
over the world’s monetary organization. 

The result of the abandonment of the Gold 
Standard was a very much exaggerated distrust in 
the paper standards which became undervalued to 
an extreme degree on the international exchanges. 

In order to get a clear conception of the true values 
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of the different paper currencies expressed in a gold 
currency such as the dollar we have to compare the 
internal purchasing power of the different currencies, 
that is to say, we have to calculate their purchas- 
ing power parities. Taking the period 1926-8 as 
starting-point and comparing the price-level for 
January 1932 with the average price-level for that 
period, we find that the internal purchasing power 
not only of the gold currencies but also of the paper 
currencies has essentially risen. For the British 
pound the internal purchasing power has indeed 
been increased so much as from 100 to 135. How- 
ever, the purchasing power of the gold currencies has 
been raised to a still greater extent. For the dollar 
the proportion is 100 to 151. This senseless increase 
of the purchasing power of the gold currencies only 
shows the complete lack of stability of the value of 
gold and the hopelessness of any programme aiming 
at connecting the world’s monetary system with gold, 
without at the same time adopting definite measures 
of strengthening the stability of the value of gold 
itself. It is a fact that since September 1931 the paper 
currencies have shown a much higher degree of 
stability than the gold currencies. 

On the basis of its purchasing power the pound 
sterling had in January this year a dollar value of about 
4-36, which is almost a dollar more than the actual 
average quotation for the month. Similarly the 
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Swedish krona had a purchasing power value of 
24 cents whilst the average quotation for the month 
was only 19-15 cents. We see from these figures how 
enormous the undervaluation has been. 

Such a situation has of course no stability. A time 
may come when the world will find that the pound 
sterling on account of its internal purchasing power 
is a valuable currency, and that in addition there 
should exist a wide demand for it from all countries 
indebted to Great Britain. Thus the pound sterling, 
and with it presumably other sound paper currencies, 
may be restored to its purchasing power parity with 
the dollar. 

Moreover, we must take account of the possibility 
of an inflation in the Gold Standard countries. A 
certain amount of inflation would not be surprising 
in the United States, where huge budget deficits and 
tremendous capital requirements for financial re- 
construction are likely to put great demands on the 
Federal reserve system. If such demands were to be 
satisfied to a moderate extent by an increased supply 
of means of payment, the general level of commodity 
prices could easily be raised at least to the level 
prevailing in the paper standard countries. Most 
probably France would have to follow the American 
example and the consequence would be a restoration 
of the old gold parities of the paper currencies. 

Such a development, although \'ery wholesome in 

87 



THE BREAKDOWN OF THE GOLD STANDARD 
itself, would entail the grave danger that the 
authorities in the paper standard countries would 
find the moment suitable for a restoration of the Gold 
Standard. There are still many people, even in 
responsible positions, who do not understand that 
what has happened is something much more serious 
than a temporary abandonment of the Gold Standard, 
and who believe that the old system can be restored 
as soon as exchanges happen to return for a moment 
to their old level or to any other level believed to be 
desirable. This is a very superficial view. If the 
analysis which I have given in these lectures is 
correct we are confronted now with a complete 
breakdown of the old international Gold Standard 
system, including the very position of gold as a 
standard of value. The restoration of this system is 
possible and desirable only if the necessary guarantees 
can be given for its rational treatment in the future, 
and thereby for a reasonable stability of the value of 
gold. We have seen that such a treatment involves 
sincere co-operation, at least between the leading 
nations, in order to secure a systematic gold-econo- 
mizing policy, and through that means a reasonable 
stabilization of the general price-level. To restore 
the Gold Standard is to bind one’s currency to gold, 
a commodity which, under present conditions and if 
no particular precautions are taken, must be regarded 
as singularly unsuitable for use as a standard of value. 
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To restore the Gold Standard is once again to 
expose one’s currency to all the incalculable and 
arbitrary influences now playing with the value of 
gold and thus to sacrifice the independence that the 
country has won by going off gold. 

In discussing this question we must always re- 
member that the difficulties of constructing a new 
international Gold Standard system would be very 
much greater than those of maintaining the old Gold 
Standard. The method of keeping reserves in 
foreign exchange instead of in actual gold has been 
completely discredited by . the occurrences of the last 
year. Under a new Gold Standard system every 
country would therefore have to keep its own gold 
reserves. In consequence thereof monetary demands 
for gold could easily outgrow all possibilities of 
supply. The discrepancy between demand and sup- 
ply would be still more accentuated if such demands 
for percentage gold cover as have come into fashion 
during the latest struggle for gold were to be accepted 
as normal standards. Again, as long as huge gold 
reserves are looked upon as the basis of financial and 
political power there is obviously no possibility of 
expecting gold to become again a suitable standard 
of value. 

The main result of our analysis of the present 
crisis is that the smooth functioning of the Gold 
Standard is impossible so long as the war debts 
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continue to exist. The first condition for a restora- 
tion of an international Gold Standard is, therefore, a 
radical cancellation of all war debts. A simple post- 
ponement for a few years would be of no use. When 
payments had to be resumed they would presumably 
have the same pernicious effect on the international 
distribution of gold as they have now had, with 
the same consequences for the world’s economy. 
The mere fear of a repetition of the present crisis 
would in the meantime stand in the way of real 
recovery. 

Great efforts have been made during the last few 
years for getting people to believe that the present 
crisis is a crisis like all previous ones, that is to say, a 
depression which mechanically must be followed by 
an upward movement of ‘The Business Cycle’. If 
this were true a postponement of the war debts ques- 
tion would have some justification, for the rising tide 
could be expected to increase the paying capacity of 
the debtors. If, however, as we have seen, the present 
crisis is a direct consequence of the war debts and of the 
maldistribution of gold connected with their payment, 
there is no ground for believing that the effect can be 
overcome before the cause is removed. Any attempt to 
resume war debt payments in the future must then 
also be expected to cause a new crisis. For this reason 
cancellation is imperative. An international agree- 
ment on cancellation would certainly be much easier 
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to attain if cancellation were proposed from this 
motive. 

The next condition for the restoration of an inter- 
national Gold Standard system must be a reasonable 
freedom of international trade and some guarantees 
for stability of the conditions of such trade. An inter- 
national Gold Standard presupposes an international 
market and it is a fatal mistake to believe that the 
world can enjoy all advantages of an international 
monetary system and at the same time isolate the 
countries from one another by all the super-protec- 
tionist measures invented in recent years. Equally 
necessary is freedom of the international movement 
of capital. Guarantees must be given for the main- 
tenance of such freedom. Otherwise foreign invest- 
ments will be exposed to unacceptable risks, the 
natural flow of capital will be arrested, and an essen- 
tial pre-condition for a stable international system 
of money will be lacking. 

Further, the restoration of the Gold Standard will 
require a radical reduction in the demand for Central 
Banks gold reserves. In the middle of last year the 
total amount of these reserves was about 12 milliards 
of dollars. Of this sum 8 milliards represented legal 
gold reserves and only 4 milliards were available 
for actual payments. Enactments with regard to legal 
minimum gold reserves have therefore the effect that 
on an average two-thirds of the world’s monetary 
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gold stock is withdrawn from practical use. The 
most efficient means for increasing the gold reserves 
actually disposable is therefore to abolish all such 
enactments. A mere reduction of legal reserve re- 
quirements, as proposed by the Gold Delegation of 
the League of Nations, would be insufficient and, 
besides, almost impossible to attain by international 
agreement. A cancellation of all such requirements 
would doubtless be a necessary condition for the 
restoration of gold as an international standard of 
value. But naturally this condition must be supple- 
mented by an understanding between the leading 
Central Banks systematically to keep their gold re- 
serves so low that the scarcity of gold will never be 
unduly increased. 

A general condition for the restoration of an inter- 
national Gold Standard system is that for the future 
definite guarantees be given for sincere co-operation 
towards the. stabilization of the value of gold. 

Everybody who gives serious attention to these con- 
ditions will recognize that they can hardly be expected 
to be fulfilled within a very short time. The paper 
countries must therefore be prepared for continuing 
the use of paper standards for years, if not for ever. 
They have already shown that they are able to secure 
for these standards a fairly stable purchasing power 
in terms of commodities. This fact should be made 
the starting-point for a policy by which the paper 
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countries should control, in their common interest, 
the commodity value of their currencies. An imme- 
diate but moderate rise of the general level of com- 
modity prices, say, to the level of 1928 or at least 
something approaching that, would be a natural aim 
for such a control. Thereafter the guiding principle 
should be the highest possible stability of the price- 
level. Naturally Great Britain should take the lead 
in such a co-operation between the paper countries. 
Indeed England has no choice in this matter. London 
is the centre of international payments and must 
remain so for the future. The pound sterling must 
therefore be made a stable paper currency to which 
the other paper currencies can safely be bound. 

If a group of paper countries is formed under the 
leadership of Great Britain it is natural that within 
this group a greater freedom of trade should be 
established than prevails in the rest of the world. In 
this way a possibility would open itself for an economic 
recovery within a very important part of the com- 
mercial world. 

Such a group of paper standard countries would 
doubtless be able to acquire, in questions of monetary 
policy, a strong position as against the gold countries. 
If the paper countries realized that their currencies 
had in fact a greater stability in terms of commodities 
than the Gold Standard currencies they would not be 
tempted to a premature return to the Gold Standard. 
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In case a restoration of an international Gold Standard 
system later on should be thought desirable they 
could state their conditions. The collaboration which 
they had established among themselves would also be 
the best preparation for that kind of international 
co-operation that, as we have seen, is such an essential 
condition for maintaining an international Gold 
Standard system. 

The best thing that the Gold Standard countries 
could do for a rapid economic recovery would be 
immediately to start an inflation of their currencies. 
If this inflation were the outcome of a deliberate and 
well-conceived policy it could be controlled, and the 
consequent rise of the general level of commodity 
prices could be kept within such limits as were 
deemed desirable for a restoration of a necessary 
equilibrium between different groups of prices, wages, 
and commercial debts. If, at the same time, France 
and the United States had the foresight and the 
courage to adopt a programme for fulfilling the con- 
ditions here outlined for a restoration of an inter- 
national Gold Standard system they would thereby 
make their best contribution towards the restoration 
of general prosperity. 

It has been my duty at the end of these lectures to 
state shortly what I think ought to be done in order 
to rescue the world from the present disastrous con- 
dition of its monetary system. You may, however, 
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rightly ask what are the prospects of such a rational 
policy being applied in the near future. The answer, 
I fear, must be that they are unpromising. 

In the United States opinions on monetary and 
financial policy very much differ from one another. 
Every now and then new schemes are brought for- 
ward, and nobody can tell what course is going to 
be taken. The effect is an extreme instability of the 
whole situation, an instability which affects not only 
the value of the dollar, but also that of gold. In fact, 
it is quite impossible at present to form any idea of 
what the value of gold will be, even in the near 
future. As regards France, I doubt whether anybody 
is able to find out a definite and rational programme 
of monetary reconstruction behind the present ad- 
ministration of that country and its Central Bank. 

In the paper standard countries a great obscurity 
prevails as to the real significance of having abandoned 
the Gold Standard. More or less consciously people 
cling to the old conception of gold as a standard of 
value, and the value of the pound sterling, for in- 
stance, is quoted as so many ‘shillings per pound’, 
which means a quotation in gold. When speaking of 
‘stabilization’ even men in a leading position do not 
know whether they mean stabilization in terms of 
commodities or in terms of gold. Sometimes the 
stabilization of a certain dollar exchange is set up as 
the goal of monetary policy. This, of course, involves 
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a still greater confusion, since nobody knows whether 
the dollar will remain on its old gold parity. 

In England a huge fund has been voted for what is 
described as the ‘protection of the pound’, but no- 
body seems to have got a clear conception even of 
the fundamental principles upon which this fund is 
to be used. The most probable effect of this Equaliza- 
tion Fund is that British resources will be used for 
supporting the dollar — a rather risky undertaking 
which may easily lead to considerable losses. At the 
same time, as has been pointed out at the end of the 
first lecture, there is in England, as in other paper 
standard countries, a strong desire to keep the ex- 
change value of the currency so low in comparison 
with its internal value as to secure for the country an 
advantage in its international trade. This is, of course, 
a policy in contradiction to all endeavours for estab- 
lishing stability in international monetary relations. 
Even the old idolatry of gold reserves is adhered to 
and efforts are being made to increase these reserves 
without regard to the fundamental interest of the 
world’s economy in reducing the value of gold. In 
England the right of note issue, just as in the days 
of the Gold Standard, remains connected with the 
gold stock of the Bank of England, and recently the 
Bank has even resumed purchases of gold on a large 
scale as if the British paper currency could be 
strengtheneci by such means. 
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With so many obscure, divergent, and partially 
contradictory aims a definite monetary policy is 
obviously impossible. England is on a ‘sterling’ 
basis, but nobody knows what ‘sterling’ means and 
official circles continually refuse to give a clear and 
definite ans^/er to this most important and most 
natural question. Other countries on a paper basis 
look in vain to England for a lead in monetary policy, 
and a ‘Sterling Group’ of co-operating paper standard 
countries still remains a remote ideal. 

Wherever in the world we look for help we only 
find an appalling lack both of insight and resolution. 
Those supposed to be in power proclaim themselves 
to be absolutely powerless in monetary matters and 
refuse to recognize any responsibility for the course 
of affairs. Thus chances are lost which perhaps will 
not recur. Still there has never been such an oppor- 
tunity for true leadership as the present. The other 
side of opportunity is responsibility. If we do not act 
we shall be responsible for the consequences of delay. 
But, alas, our generation seems to have no other 
remedy for its troubles than postponement. That 
attitude has brought ever-growing difficulties, now 
threatening to end in complete disaster. We have 
no security that our society can survive such a cata- 
strophe. 

Beware lest the days of our civilization are num- 
bered ! 
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Never forget that the hours still left for constructive 
action may be short ! 

Never forget the wise words on the passing hours 
that Sir Christopher Wren wrote under his sun- 
dial in All Souls College : 

‘PEREUNT ET IMPUTANTUR’. 

They pass away and are counted against us. 



IV 


THE NATURE OF THE CRISIS IN 
AMERICA 

O NE of the principal elements in the causal nexus 
leading up to the present crisis is the failure of 
the recipient countries to utilize their increasing gold 
reserves for a corresponding rise in the level of prices 
and their curious policy of actually following along in 
the deflation which, in view of the depletion of gold, 
was quite natural in the rest of the world. This fea- 
ture deserves further elucidation. In such an analysis 
primary consideration must be paid to the country 
which at present plays the leading part in the develop- 
ment of the world economy, namely the United 
States. 

The question why the United States have been ex- 
posed to a sharp process of deflation in the midst of a 
very copious supply of gold can be answered only in 
connexion with a general analysis of the character 
assumed by the economic crisis in that country. 
Widely differing views are constantly being advanced 
on this subject. In most cases these views are based 
on some preconceived opinion regarding the regular 
course of economic crises in general, attempt scarcely 
being made to investigate how far such conceptions 
are applicable to the actual economic development of 
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the United States in recent years. For example, the 
widely spread notions that the crisis was caused by 
previous ‘under-consumption’ and excessive saving 
have been taken as a basis for reflections which by no 
means accord with reality. But also explanations of 
quite an opposite character, proceeding from the 
assumption of excessive consumption, have been put 
forward with no better claim to support from the 
evidence of the available material. The lack of equi- 
librium between saving and real investment which, 
according to earlier economic investigations, is the 
central feature in usual crises, is likewise an entirely 
inadequate explanation of the sorry plight into which 
the economic life of the United States has now fallen. 
A more thorough study of what has actually occurred 
will compel us to dismiss such dogmatic views, and 
will make it perfectly clear that the eourse of econo- 
mic events in the United States is essentially a pure 
process of deflation, quite distinct from ordinary 
economic movements, a process which began on a 
small scale as far back as 1929, and which has after- 
wards developed with such momentum that it is 
grinding to pieces the entire national economy. 

The statement that the crisis was preceded by ex- 
cessive saving can most easily be checked by examin- 
ing the rates of exchange. Inordinate saving should 
at any rate have resulted in a great reduction of the 
interest charged on ordinary bank loans. From this 
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point of view it will be instructive to study the follow- 
ing table, which shows the average rate of interest on 
bank loans in the month of June for several successive 
years : 


Date 

New York City 

Southern and 
Western States 
(Principal cities) 


Per cent. 

Per cent. 

June 1927 

4*6o 

5-54 

n 1928 . 

5-09 

5-67 

„ 1929 . 

5*93 

6-i6 

n 1930 • 

4*59 

569 

„ 1931 • 

4.13 

5-34 

n 1932 . 

4*6i 

5-62 


These figures show that the rates of interest before 
the crisis were by no means at a level indicating any 
superfluity of capital. We indeed observe a rise in the 
rates of interest up to the culmination of the boom; 
this rise, however, is remarkably moderate and lends 
no support to the supposition of an abnormal increase 
in real investment; no more does it bear out the view 
of an abnormal increase in consumption, ruinous to 
saving. 

The aggregate deposits in all the banks of the 
United States in June 1924 totalled 43*4 milliard 
dollars; by June 1929 they had increased to 53-9 
milliard dollars, that is, by 10-5 milliard dollars. 
This sum, absolutely speaking, seems rather large; 
but the increase is only 24*2 per cent, of the sum taken 
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as a basis of comparison, and corresponds to an 
annual increase of 4-4 per cent., which for a country 
like the United States is by no means abnormal. The 
supposition that the general public should have in- 
sisted on hoarding is, so far as can be judged from 
these figures, quite as groundless as the opposite view 
that excessive consumption had put an end to saving. 

If we examine consumption as reflected in the 
figure? for sales in ‘department stores’, it will be 
found that the index number for June 1929 — based 
on the average for 1923-5 and corrected for seasonal 
variations — was 113. This indeed is a rise, but it is 
much smaller than might have been expected. 

We should, however, be cautious in drawing con- 
clusions from the total volume of consumption. 
During the period in question consumption showed 
considerable changes in character. People had begun 
to consume smaller quantities of food than before and 
to attach more importance to quality. A similar ob- 
servation may be made in regard to apparel. Whereas 
the consumption of silk, for example, for June 1929 
was represented by an index of no less than 159, the 
consumption of wool had remained almost at a stand- 
still. Certain other branches of consumption likewise 
show an abnormally large increase ; the index number 
for newspapers, for example, was 142. The immense 
increase in the consumption of paper boxes, as shown 
by the index number 180, points to a considerable 
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increase in the consumption of certain goods of fine 
quality. The large increase iu the consumption of 
cigarettes, indicated by the number 173, scarcely 
bears out the supposition of general ‘under-consump- 
tion’. From this point of view the most instructive 
index numbers are those which show the development 
of motor-car traffic. For June 1929 the index numbers 
for the production of petrol and of pneumatic tyres 
were 199 and 167 respectively. The expenditure en- 
tailed by the keeping and driving of motor-cars has 
evidently consumed such enormous sums that people 
have been obliged to restrict themselves in other 
spheres. This is a fact which must constantly be kept 
in mind when figures relating to the development of 
production and employment during the past decade 
are discussed. 

Another question is whether investments in real 
assets have been beyond the normal. If this was 
actually the case, the tendency would, of course, have 
been reflected in the general index numbers for in- 
dustrial production. For the years 1928 and 1929, 
however, these index numbers were no higher than 
III and 1 19. For the month of June 1929, when pro- 
duction reached its culmination, the index had indeed 
risen to 125. But even this maximum is quite a 
moderate figure, representing an average increase for 
the last five years of barely more than 4-5 per cent. 
If we turn to the index for building we shall find 
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considerably higher numbers. The index for building 
contracts rose to a maximum of 135 for the year 1928. 
The index for residential building, which is included 
in this figure, was, however, only 126, corresponding 
to an average increase of less than 5 per cent, for the 
five years’ period. The other principal items in the 
more comprehensive index are public works and 
‘public utilities’. 

As it has been asserted that the excessive tying-up 
of capital in industrial enterprise had played a de- 
cisive part in bringing on the crisis, it is instructive 
to glance at the absolute figures for investments in 
industrial buildings. These figures* are : 


1927 

493 million dollars 

1928 

• 63s 

1929 

• 757 

1930 

• 469 „ 


The increase of about a quarter of a milliard dollars 
which occurred during two years of boom is by no 
means impressive. And the actual total for industrial 
building during the year 1929, when the boom cul- 
minated, namely 757 million dollars, is rather in- 
significant in comparison with the total expenditure 
on building for that year, which amounted to 5,751 
million dollars. As the national income of the United 
States for this period is estimated at roughly 90 milliard 
dollars, we see how the facts have been magnified out 

^ Being statistics for thirty-seven states east of the Rocky Moun- 
tains. 
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of all proportion when it is asserted that excessive 
investments in industrial plants have shattered the 
foundations of the country’s endre economy. A num- 
ber of industrial establishments have, of course, had 
their productive capacity needlessly increased. It 
should, however, be borne in mind that a reconstruc- 
tion of industrial plants, accompanied by a perpetual 
increase in effectivity, has been proceeding all the 
time, and that the nominal excess in productive 
capacity will no doubt be considerably reduced when 
all old-fashioned establishments have once been 
weeded out. 

What has apparently conduced more than anything 
else to give the general public an exaggerated notion 
about the investment of capital are the statistics for 
issues of capital for public subscription. These issues 
rose from 5,557 million dollars in 1924 to no less than 
10,091 million dollars in 1929. It should be observed, 
however, that the figures do not in their entirety 
represent real investments. For example, during the 
later years of the boom industrial companies issued 
large amounts of capital in order to pay off bank loans 
or to accumulate reserves, which were temporarily 
lent. Moreover, immense issues of capital were made 
by investing companies : these issues must, of course, 
be deducted, if we are to avoid reckoning the figures 
twice over. The actual investment of capital has 
thus been considerably less than is indicated by the 
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official statistics. The above-quoted figures for pro- 
duction doubtless give a far truer idea of the general 
trend. 

That American industry had no excessive amount 
of capital at its disposal is clearly shown by the fact 
that during the boom it was found necessary to re- 
strict the export of capital very considerably in order 
to provide for internal requirements. If, on the other 
hand, as many people suppose, investments in fixed 
assets had been so excessive that the capital required 
for the purpose could not be supplied from savings, 
this would obviously have entailed an abnormal ex- 
tension of bank credits. The result would have been a 
rise in the general level of commodity prices, such as 
hitherto has been regularly observed in every period 
of boom. Such a rise, however, did not occur. The 
average price level (according to the index of the 
Labour Bureau) for the years 1923-5 was loi. For 
the year 1929 the price level had fallen to 95, which 
was also the index for the month of June. The level 
of prices thus fell by 6 per cent, during this five years’ 
period. In itself this is not a very marked fall, but the 
mere fact that the price level had fallen at all shows 
that the banks had not, as in ordinary periods of 
boom, eked out the real savings available by excessive 
lending. On the contrary, there seems to have been 
throughout, a certain tendency towards deflation, 
though its ruinous force was temporarily kept in 
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check, so that it did not manifest itself until the crisis 
supervened. 

From the point of view of production the period 
1924-9 obviously represent.® a boom, culminating in 
the last-mentioned year. This boom, however, will 
be found to have been singularly moderate, compared 
with previous periods. 

The best criterion of the real trend of economic 
progress is nowadays the production of steel ingots. 
On an average for the years 1923-5 this production 
amounted to 3,500,000 tons. In 1929 it attained a 
maximum, the figure for that year being 4,633,000 
tons. This increase is represented by an index of 
i32'4 for 1929, which is thus barely one-third, corre- 
sponding to an average increase of less than 6 per 
cent, during the five years’ period. This figure may 
be set off by the fact that the production of pig iron 
in the United States for the entire period 1870-1910 
showed an average increase of yj per cent, per annum. 
The doubling of the production of pig iron during a 
period of boom was then nothing unusual. 

We thus arrive at the conclusion that the boom in 
1924-9 may be designated as a very moderate boom, 
which, moreover, entirely lacks the usual accompani- 
ment of a rise in the general level of prices or an infla- 
tion of the currency. There is, therefore, no reason 
whatsoever why such a singularly moderate and con- 
trolled economic trend need terminate in a ruinous 
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crisis. Nor is there any sense in the attempts made to 
explain this crisis by reference to a lack of equilibrium 
in the national economy before 1929. Such attempts 
were perhaps excusable during the first few months 
of the crisis, but now that the crisis has revealed its 
real significance and its terrific extent, the time has 
come to dismiss such explanations out of hand. 

A real boom of alarming dimensions occurred in 
the United States only on the stock exchange. The 
rises in the prices of stocks and shares were excessive 
beyond all reason and showed how utterly people in 
America may lose their heads when they are seized 
with what may be termed an economic mass psychosis. 
This observation may afford some little consolation in 
the present misery, as it may permit us to believe that 
the American stock exchanges have afterwards pro- 
ceeded to the opposite extreme. 

The stock-exchange speculation was, however, a 
movement somewhat apart from actual industry and 
commerce. The notion that speculation as such had 
drained industry and commerce of large amounts of 
capital, thus impeding the normal course of progress, 
was at the time demonstrated to be theoretically un- 
sound. And in fact, in the light of subsequent de- 
velopments, it has proved to be entirely devoid of 
foundation. The somewhat naive expectations that 
the collapse of speculation would release large 
amounts of capital, which would then automatically 
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flow into industry and commerce, have proved to be 
equally flimsy. The speculation on the stock ex- 
changes naturally increased tlie demand for means of 
payment, but this demand was met mainly by an in- 
tensified use of bank deposits. In New York, for 
example, the index number for ‘Velocity of bank 
deposits’ rose to 182 for June 1929 and right up to 
244 for October in that year. Outside New York the 
index number likewise rose, though in a considerably 
smaller degree. The figures for June and October 
1929 were 126 and 137 respectively. 

Stock- exchange speculation was doomed to col- 
lapse, but the inevitable restoration of stock-exchange 
prices to a more normal level ought to have taken 
place without anything more than a transient reper- 
cussion on industry and commerce. That the crisis 
on the stock exchange in the autumn of 1929 became, 
instead, the introduction to a general economic crisis 
of unique magnitude cannot be explained at all by any 
factors inherent in speculation. Some entirely new 
factor must have supervened. This new factor was a 
deflation, which radically changed the purchasing 
power of the currency, and the ensuing crisis has in 
essentials the character of a pure process of deflation. 

The deflation was introduced by the campaign 
against stock-exchange speculation which the Federal 
Reserve system, in defiance of all warnings, took up 
from the spring of 1928. This campaign included a 
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restriction of credits which handicapped productivity 
and started the fall in the level of commodity prices 
which was afterwards to become so disastrous. But 
the most far-reaching consequence of this campaign 
was that it set public opinion in the direction of de- 
flation. 

The general level of commodity prices, which by 
June 1929 had sunk to 95, was further reduced to 87 
for June 1930, and continued to fall, so that it came 
down to 72 for June 1931 and right down to 64 for 
June 1932. This very marked and continuous fall of 
prices cannot possibly be interpreted as a result of 
preceding economic, non-monetary disturbances. It 
has evidently been determined by a factor which con- 
tinued to operate throughout and directly tended to- 
wards an increase in the purchasing power of money. 
There were no doubt dislocations and disturbances 
in economic life which required rectification, but the 
necessary adjustment to a new equilibrium might 
have taken place by a natural development of free 
economic forces. There is no reason whatsoever to 
suppose that a variety of economic ‘maladjustments’ 
had combined to bring about a one-sided rise in the 
value of the monetary unit, which has continued for 
years. Such explanations of the fall of prices, which 
are now being launched as the summit of statistical 
wisdom, are in fact, at bottom, entirely senseless. 

In the greater part of the world, which had been 
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exposed to losses of gold, the lowering of the level of 
commodity prices was quite natural. Such a fall, 
however, never aflfects all prices in equal degree. 
Certain groups of prices are xnuch less resistant than 
others. In the present case the fall of prices particu- 
larly affected agricultural produce and colonial raw 
products, and, in general, products emanating from 
the debtor countries, which were forced into further 
exports of gold in order to meet their obligations. A 
fall of prices caused by monetary factors thus gives 
rise to profound disturbances in the economic equi- 
librium. 

In view of these disturbances people in America 
endeavoured to restore equilibrium by pressing down 
other prices to a level with those which had already 
fallen furthest. People were blind to the fact that this 
method could never restore equilibrium at all, but 
could only result in the continuation of the general 
process of deflation, probably with the accompani- 
ment of further disturbances in the economic equi- 
librium. The public were told that economic re- 
covery could be obtained only by reducing the ‘costs 
of production’. What this exactly meant was not 
clear. In so far as the costs of production could be 
reduced by improvements in technique and organiza- 
tion this was obviously an advantage. Such a process, 
however, could not possibly be expected to remedy 
the profound lack of equilibrium in the general 
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economy. This evidently could be done only by a 
readjustment of the prices of the factors of production. 
For example, if raw products had fallen in price, the 
remedy, according to the deflational view, must lie in 
a corresponding lowering of the prices of the other 
factors of production. The deflationist programme 
therefore aimed ultimately at a reduction of wages and 
a partial cancellation of debts. In the former case 
social conflicts entailing immeasurable consequences 
had to be reckoned with. In the latter case all legal 
security was being jeopardized, and people were 
entering on a path which was bound to lead to general 
insolvency and thus to an insuperable distrust in any 
new investment of capital. These consequences, 
however, were brushed aside, and people continued 
to preach the reduction of ‘the costs of production’ as 
the only efficacious remedy for the crisis. It was 
actually declared, in a spirit of puritanism, that the 
deflation must continue until all rickety enterprises 
had been completely weeded out. These people over- 
looked the fact that continued deflation would be 
bound in course of time to make all enterprises 
‘rickety’, and that such ‘weeding out’ thus lacked the 
moral justification invoked by economic puritanism. 
The mischievous puritan element in this programme 
of deflation was brought still more clearly into relief 
by the demand that the stock-exchange speculators 
should be thoroughly punished for their excesses, and 


II2 



CRISIS IN AMERICA 

that the fall of prices musi; therefore proceed until the 
evil powers of speculition had been completely 
eradicated. 

The bank legislation of the United States in con- 
junction with the prevalent t iew in the country of the 
position of private banks in relation to the Federal 
Reserve banks had set the whole course of develop- 
ment in the direction of deflation. Attention had pre- 
viously been so completely absorbed in preventing 
any possible inflation, that the door had been left wide 
open for deflation, without any suspicion of the 
danger that lurked therein. The prevalent view that 
the member banks ought not to be indebted to the 
Federal Reserve banks was a serious impediment to 
spontaneous resort to the credits which the Federal 
Reserve banks might have supplied in order to 
counteract the deflation. The Federal Reserve system 
was thus somewhat isolated from banking at large, 
so that the market rates of interest were but little 
affected even by radical reductions in the official 
bank rates. The obstacles placed by legislation in the 
way of big banks with branch offices, which led to 
the splitting up of banking into a countless number 
of small banks, was found directly to promote the 
further progress of the deflation which had been set 
into operation. The small local banks were in fact 
distrusted and compelled to liquidate. In order to 
avoid a similar fate, the other banks were obliged to 
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maintain a very liquid position, and accordingly with- 
drew their credits to customers. This resulted in a 
further aggravation of the deflation, increased in- 
solvency, and new bank crashes. The very structure 
of the United States banking system thus entailed the 
automatic accentuation of the deflation with accumu- 
lating strength. 

This disastrous movement could have been checked 
only by a determined policy of anti-deflation on the 
part of the Federal Reserve banks, and by their active 
intervention with a view to the extension of the 
effective supply of means of payment. They were, 
however, deterred from this policy by their general 
attitude towards deflation, and especially by an almost 
superstitious dread of anything that could be stamped 
as inflation. So long as they adhered to their view of 
deflation as a natural consequence of irresistible 
economic forces, any direct resistance to deflation 
assumed the character of unnatural interference in 
the course of economic life; it was in fact actually 
condemned as such, being characterized as monetary 
charlatanry, which merely conduced to palliate the 
real disease. A definite policy of anti-deflation would 
have been possible only if it had been understood that 
the deflation itself was a monetary phenomenon, and 
in fact an index of very deep-seated evils in the world’s 
monetary system, and especially of wrong trend in 
American monetary policy. But people were still very 
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far from realizing these facts, and even at the present 
time the leaders of public opinion have by no means 
been able to grasp them, and to draw the logical con- 
clusion that the remedy must likewise be of a 
monetary character. 

The Federal Reserve banks themselves were greatly 
restricted in their grant of credits by legal provisions 
and by the regulations regarding gold cover for notes. 
Not until the Glass-Steagall Bill of 27 February 1932 
became law, was an extension of lending rendered 
possible by enabling United States bonds in certain 
cases to be accepted as note cover. The Federal Re- 
serve banks were moreover prevented from directly 
intervening as lenders to the public when credit could 
no longer to obtained from the private banks. The 
impediment to such direct lending to the public was 
not removed till quite recently, namely by an amend- 
ment to the Federal Reserve Act of 21 July 1932. 
In these cases the legislators have practically admitted 
that the previous legislation was warped by dread of 
inflation and had made it impossible to check defla- 
tion effectively. 

The powers granted to the Federal Reserve banks 
to extend the basis for their grant of credits by the 
purchase of Government bonds was long left prac- 
tically unutilized. Not till April last were such pur- 
chases made on any scale. At the end of June 1932 
the Federal Reserve banks held United States 
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securities to the amount of 1,784 million dollars, 
which represents an increase of i,ii6 million dollars 
as compared with the corresponding date in the 
preceding year. It may thus seem as though the 
purchases of United States securities had been on 
quite a large scale. And indeed it has actually been 
contended that the inefficacy of the method for 
checking deflation has now been proved, as even such 
large purchases had failed of their effect. It should be 
noted, however, that the Federal Reserve banks in the 
course of the same period had been depleted of 831 
million dollars in gold, and that the bulk of the newly 
purchased bonds had thus merely served to replace 
the gold lost. Though the sum of rediscounted bills 
increased during the year by 291 million dollars, no 
real increase in the supply of means of payment was 
effected. True that the Federal Reserve banks had 
thus increased their circulation by 1,072 million 
dollars. These notes, however, were hoarded by the 
general public who had lost their regular connexions 
with the banks, or were under the impression that 
large holdings of bank notes were necessary for ade- 
quate liquidity. The principal element in the supply 
of means of payment, namely the deposits of the 
member banks with the Federal Reserve banks, had 
diminished during the course of the year by 398 
million dollars, and this diminution signified a very 
considerable restriction of the capacity of the private 
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banks for supplying the general public with means of 
payment. The demand deposits Nvith the member 
banks moreover diminished from 18,055 million 
dollars in June 1931 to 14,413 million dollars in June 
1932. 

In order to check the deflation and restore the 
normal level of prices, the purchases of Government 
securities by the Federal Reserve banks should have 
been on a far larger scale. The fact that no tangible 
results have as yet been gained does not in the least 
invalidate the efficacy of the method. 

Besides, it is by no means certain that these pur- 
chases of securities will not eventually bear fruit in 
the form of a rise of prices. If only confidence is 
restored, the piles of notes that have now been 
hoarded may be brought into circulation, and this 
increased purchasing power may prove to be the 
introduction to a marked and beneficial increase in 
the level of commodity prices. Whether the rise of 
prices which set in about the middle of 1932 is an 
indication that the more copious supply of means of 
payment is beginning to take effect is still an open 
question.^ 

^ This chapter is reprinted from the Quarterly Report of the 
Skandinaviska Kreditaktiebolaget, Stockholm, Oct. 1932. 
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